PREFACE 


'i'hi=i IS tlio lust \oliimo of lutioduclion to Bconomicp, cloiliii'' 
■with the theoues of pi odxiction, consumption, o\chvnge and digtiibu- 
tion A second volume, to bo biougbt out sboitly, will tieat the 
tbeoiios and pioblems connected with Guiiency, Banking, Poieigu 
Evcbango and Public Pinance The two togetbei ai6 intended to 
covei the couises in theoiy piesciibod by the vaiious Indian Univeisi- 
tios foi then degiee examinations 

Some autbois offci the i books with apolog os as a mattei of 
coniontion I b no to do Ibis for a inoio weighty leison A numbei 
of piiutmg mistakes hue ciopt in and theio js some loom left foi 
imp oioiiient in tbo inattoi itself 'ibis is piiticiilaih the c iso with 
the fust fei\ clnptois But the loidm, whoso pitieiico is not oxliuis 
ted by those doficioncios, will find m tlioso pigos, is lio pioceods, 
soiiietbing that mj pioio loa'lj helpful m the gi isp of the basic 
piiiiciplos of oconoinic theo 5 

Ajiait fimii piesenting inallui iiid aigumoiit in is simple ind 
Stiaigbt i maiinoi is the uitboi could coram iml, Dio book treats i 
numboi of topics, such as those of costs of piodnctioii, moiiopoh, 
lutoinational ti ido and piobloms of Hboui, some what inoio oxbius. 
tnely than IS usiul m oidinuij text.books Romo now giound has 
boon covoied m oxauiinmg the theoretic il implications of the wai 
time pbonomona of puce contiol, lationing and boaiding Indian 
economic conditions have been presented extensively to illustiato the 
working of vaiious laws and thooiies 

A numbei of locent do\elopinents in economic tbeorj'^ — puce 
undoi impoifect competition, relation between maiginal leionue and 
marginal cost among otbois — bare been incoipor.ded in tboii piopai 
places In the main, liow'oiei, tbo book attempts to present the 
structure of classic il theoiw as amended and developed bj Marshall 
and Taussig to whom as to other d stmguisbed thinkers and writers 
of this school the autlioi is greatly indebted both for di awing upon 
then ideis and quoting fiom then wroiks The book is ofloiod with 
a strong hope that it will serve its purpose at least dm iiig tlie tran- 
sition period, that is, until the present courses are entirelj recast m 
conformity with tbo ‘new economics that appears to bo rapidlj 
emerging The autboi , along with so many of tbo older teachers, 
bower or, feqls that there is little giound for tbo fiirdamontal 
piinciples of rbo classical theory being altogether submerged by tins 
now’ rnal 
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PART I 


tNTROnUCTlON 



CHAPTER 1. 

PRELIMINARY CONCEPTS 


Economics, 

Economics hns becTa popularl 3 * defined ns n studj of man in 
relation to wealthf being concerned with llic v enlth«gettinr and 
uealtb using activitie s^f luim nn being s Beforc^'w^'Tran properly 
appreciate what economics IS and tvliat it IS not wo must Know i\hat 
'■wealth' itself denotes. Like every other branch of knov ledge economics, 
employs a number of terms which have a special meaning attached to 
them Geometrically a point has position but no magnitude , a line 
has length but no breadth Thus a tvvcrinch broad line on a tennis 
court is not a line in the mathematical sense. Similarly, as wo shall 
see, there are many things of great use to us and yet they arc not 
avealth in the economic sente. 

ITu term U'ualth, as used m economics, denotes all those things 
V Inch possess value in exc hange, that is, they can bring for their 
owners other things of equal value* Thus if we b.ive a typewriter we 
c.an evchange it, say, for a tewing machine, or if we have a rupee wc 
can purchase for it five seers of wheal* Typewriters, sewing 
machines, rupees, wheat and innumerable other things which possess 
crclnnge value arc wealth* On the other hand things like air and 
street dust are not wealth 

Utility, Value and Price, 

All things which arc wealth in this sense possets certain other 
characteristics They must satisfy a human w,ant and possess what 
we call iiitlify, which term simply denotes the power possessed 
by a thing to satisfy a man’s want, as for example, water quenches 
one't thirst* Anodier, term vvhu.h is used in evaclly the tame 'ense as 
utility IS value iti use, as distinguished from xaluc tti cxcJtaupc, 
Here it may be noted that economically even liquor has utility so 
long as there irc any human beings wanting it even though it does 
not confer .inv benefit and is positively injurious to healtli and morals 
Etiiically it is a nuissince , economically it is wealth. Now unlesg a 
thing has utility it cannot have exchange valtie_i wells have value but 
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not cesspools. AU things ha ving value m e xchange must have 
utility, but the re\erse of this is not necessarily true, that is, those that 
possess liuhty in^ not have exchange value. Thus ajr^and su nshine 
have great utility for us but they have no value in exchange- Value 
of a thing expresse d in terms of money is ca lled prtc€> ^ As values are 
jnvariSiyexpressedm terras of money in modem communities a 
marked characteristic of wealth is the possession of money value- It 
would be a good exercise for a student to apply this test to the various 
things with which he comes into contact in his daily life and find out 
for himself whether they are wealth or not. ' 

Anything which has utility may be called a good. But all goods 

are not wealth. Those possessing utility but no exchange value such 
¥ 

as air and sunshine are called free goods, while those like houses and 
books which possess both utility and exchange value are called 
economic goods- It is only these latter that are wealth in the economic 
sense Now free goods at one time or place may acquire value and 
become economic goods at another time or place Thus sand m a 
river bed has no value but when transported to a brick kiln it becomes 
an economic good 

We have seen that exchange value is a very essential charac 
teristic of economic goods or wealth, while utility is essential to give 
value to a good But an economic good must not only have utility 
but also scarctty^m relation to human needs Things like air are so 
plentiful that everybody’s needs for it are fully satisfied , but that is 
not the case with land, houses, books. Thus it is utility combined 
with scarcity or limitation of supply that gives value to a thing and 
makes it wealth. Scarcity itself may be due to natural limitation 
as ID the case of surface of land or it may be due to effort needed to 
produce or make a thing as is the case with chairs, tables^ houses 
and other things which are wealth Sometimes a thing may be 
plentifu' such as timber in a big forest but government may create 
scarcity by reserving’ or enclosing it and restricting the people from 
cutting trees and removing timber or other forest produce. This is an 
example of artificial scarcity, which, howei er, is justified in the 
larger interests of the people themselves 

Along with utility and scarcity there are a few other charac 
tenstics which give exchange value to goods called wealth. Thus they 



must be capable of being /losscsjcrf at 'appropriated' No one can 
possess air or any part of sea water, but a piece of land or a chair can 
be owned exclusively by a person. Again they must be transferable 
that IS, their ownership should be capable of being tran^erred from” 
one person to anotherj as otherwise they cannot have exchange \alue. 
A book can be physically transferred from one man’s bookshelf to 
anothers a house cannot be moved in this way hut Us ownership can 
be so transferred by a deed or document of ti msfer or e\en orally. 
This transferability is possessed by most material goods such as books 
chairs, houses, motor cars and by certain non material goods such as 
the goodwill of a business and services rendered by one person to 
another, e. g the delivery of one’s letter to the addressee by a mes- 
senger. But internal personal goods such as skill, intelligence, and 
good health possessed by a person cannot be transferred and cannot 
therefore have exchange value or be wealth. Yet the services which 
such a person can render to others through the use of his health and 
skill are transferable, possess exchange value and are wealth in the 
full sense of the term. 

Represenfatfve goods— Fac'ories and houses, motor cars and 
furniture are goods share certificates and mortgage deeds are repre- 
sentative goods, which represent title to goods. These titles may be 
embodied in paper documei^ts or they may be represented by debts 
contracted orally or by entries made in books. However, represents 
tive goods are wealth , possessing exchange value But in any compu- 
tation of the wealth of a~com1rnunrtyi'tKe^ ought to be excluded, the real 
property which they represent being included. 

Any amount of stock certificates, mortgage deeds and money, 
especially paper money, do not make a nation rich unless they represent 
titles to the property of other nations. Metallic money does add to the 
xveaith of a community in so far as it can be used in arts or exchanged 
for the wealth of other communities- 

Personal wealth of an individual consists of all the goods or 
j titles to goods which he possesses and which have exchange value, 
j Thus houses, money, furniture and shares in companies and businesses 
along with debts owed to him by others whether evidenced by a 
promissory note or other document or not, constitute his'or her perso* 
nal wealth. But in computing a man’s personal wealth we must 
I deduct debts owed by him to others* 
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National wealth consists of the wealth of all the indivtdnals 
composing a nation plus all the social wealth or wealth owned collec- 
tively by the nation such as municipal parks, public libraries, state 
owned businesses and institutions like Railways, schools and council 
chambers. Some people also include in national wealth free goods 
like rivers and climate as well as efficient systems of administration, 
banking and national characteristics like industry and skill. 

All the goods that constitute wealth may be either consumption 
goods or goods which are meant for direct consumption such as food, 
clothing and furniture , or they are production goods, which help us 
in producing consumption goods, e g machinery and cultivable land* 
This classification is based on the use to which a particular thing is 
put or intended to be put A table in our study room is a consump- 
tion good but in our business office it is a production good. 

Production goods are further divided into land or free gifts of 
nature and capital, which includes goods made by man and employed 
in production such as machines and buildings 

Income, Wettlih and Capital— Xbe amount of wealth-material and 
non-matenal which accrues to a person in a given period — year or 
month — after deducting expenses incurred directly in earning it and 
replacing capital destroyed in producing 't, constitutes his income 
while his wealth denotes the total amount of goods“~material and non- 
material possessed by him at a given moment of time The term 
capital denotes that part of his wealth which helps him in earning 
his income 



CHAPTER 2 

SUBJECT-MATTER AND SCOPE. 


33eflnitIon. 

Economics is a shortened name for political economy, which 
term has been derived from greek words meaning Maw of household 
management as applied to communities’. Economics has been defined 
as the study of man in relation to wealth from the social stand point. 
According to DrTJvfarsffall Economics is a study of man's actions in 
the ordinary business of life , it inquires how he gets his income and 
how he uses it. Economics is thus concerned with man’s materia] 
wants and the way in which he satisfies them, 

Economics deals with the activities of men Itvtttg tn soctetyt 
It considers man as a social being, his own actions affecting as well as 
being affected by actions of his fellow beings. Economics ought 
■therefore to be distinguished from Individual or isolated economy 
■denoting the study of the economic problems of an isolated individual 
like Robinson Crusoe* It should also be distinguished from Domestic 
Economy or Municipal Economics which deal respectively with the' 
material problems of a family and municipality. Economics while 
fully considering the causes and eflects of individual action, emphasises 
the social aspect of the nroblems it deals with. Some writers like 
Carver have suggested the use of the term national or social Economics 
in plate of Economics But the latter term is now more popular and 
■better to use if only for tho sake of brevity. 

Subject matter and scope. 

The subject matter of economics is man and wealth. It com 
prises an inquir^into the cause^~TKe15ature and the results of men’s 
efforts devoted to the satisfaction of their material wants — wants that 
are capable of being satisfied with things which we call wealth. It 
igoes further and includes a study of whether and how man’s efforts 
•can be so increased, reduced or modified as to yield maximum of satis 
faction with minimum of effort In short, it deals with all the phases 
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of production, consumption, e\cbange and distribution of wealth by 
men living m society The study of economics answers such questions 
as why and how men produce wealth, what they do with it, and m 
what way these activities of theirs can be so directed as to yield the 
best result* 

' Evidently the scope of economics is limited to those efforts of man 
which pertain to wealth, that is, goods and services which possess- 
exchange or money value* In a modern community money prov ides 
the test by which we can separate economic from non'cconomic things* 
The services of v/lves, friends and social workers rendered without 
pecuniary rewards, are beyond the scope of economics, although they 
increase man’s welfare. But while confining itself to things hai'ing a 
money \alue, economic study does not altogether exclude the conside- 
ration of religious, ethical and political motives which affect man’s 
economic activities. Modem economics deals not with the ‘economic 
man’, guided by self-interest alone, bereft of all feelings except the selfish 
pursuit of wealth an abstract and imaginary concept of old eco- 
nomists like Senior, who narrowed the scope of economics and wanted 
to make it an abstrast science so as to give it scientific precision—*) 
but with the real man of the world as he is, guided m bis requisition 
and expenditure of wealth by motives other than those of self-interest 
as well as of self interest, though of course the latter predominates in 
most cases. 

TUe study of economics starts with many of its basic principles 
taken from other branches of knowledge like Psychology and Physical 
and Biological sciences* Thus economic laws of Diminishing Utility 
and Diminishing Returns have been directly derived from Psychologi- 
cal and Physical bases respectively* It is beyond the scope of 
economics to inquire why the second unit of a commodity gu'es less 
satisfaction to os than tne first or why a giv'en area of land is subject 
to diminishing returns* And it cannot be denied that any material 
change in these basic principles will involve a reconstruction of 
economic theories based on them* Thus if scientific progress could 
make possible an unlimited yield from a limited area of land, the law 
of diminishing returns and the theories of rent and population based 
upon it, will have to undergo material alteration. 

Further, modern economics lays emphasis on the human aspect' 
-of Its problems* We cannot ignore the welfare of man m the study 
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of questions pertaining to wealth , for we cannot conceive of wealth* 
irrespective of man, the satisfaction of whose wants and promotion 
of whose welfare is the end of all wealth-wealth itself being ^nly a. 
means to that end. The popular definition of economics as "the study 
of man m relation to wealth” rightly puts man first and wealth 
afterwards. Earlier economists put undue emphasis on wealth, 
throwing man in the background* It was this tendency which led 
writers like Carlyle and Ruskin to dub economics as the "dismal 
science” and "the Gospel of Mammon”. This emphasis on human 
welfare as the goal of wealth has also drawn attention to the great 
evils of the industrial system, which aims at increased output of wealth 
through over working of the labourers* 

Recently Robbins has criticized Marshall’s description of 
economics as being concerned with the satisfaction of man’s material’ 
wants. But if in the term material wants we include also ‘immaterial’ 
wants as Prof* Marshall did intend this criticism loses its force 
Robbins has then tried to widen the scope of economics by defining 
it as "the distribution of scarce means between alternative ends *’ 
But this definition does not introduce any new thing except that 
It includes in economic studies all things where economy is necessary. 
The popular definition recognises that resources m land, labour and 
capital available in a country are limited or ‘scarce’ and they have to be 
utilized in the most economical manner, that is, m a way that secures 
the greatest possible output of wealth and well being* Robbins’ 
definition would include not only the distribution of limited time at 
our disposal over different kinds of productive activity but also over 
work and play and perhaps over different kinds of games* In another 
direction, however, he has narrowed the scope of economics by limiting- 
the use of scarce resources for given ends, so that his definition bars 
the discussion by economists of social ends. 

Economics— science as well os art. 

A science has been defined as "a systematised body of knowledge 
which enunciates laws about a particular class of phenomena*” An 
art IS also a systematised body of knowledge having a practical end 
in view* Thus astronomy dealing with the position and movement 
of heavenly bodies is a science, while navigation which takes advant- 
age of astronomical laws m the steering of ships is an art* The 
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-function o{ science IS to observe, classify and explain facts—to trace 

■effects of causes and seek causes of effects The function of an art is 
"to apply knowledge of facts to practical purposes* 

Judged in the light of these definitions economics is both science 
-and art* According to Prof* Chapman Economics is a/>osif»ve science 
•dealing with economic facts as they arc , a » oniiafivc science 
inquiring into facts as they ought to he, and an art finding out the 
■ways and means by which the desired end can be reached* Thus 
economic studies are very comprehensive in their scope When 
dealing with the problems like inequality in the distribution of wealth, 
modern economists not only attempt to investigate facts about inequa- 
lity and its causes, but also go into the ethics of inequality and try 
to discover means by which it can be extinguished or minimised* 

.lielRtion to other Sciences 

Enonomics and sociology. Men living m society ha\ e many 
kinds of relations with one another — social or ethical, political, legaU 
and economic Each of these is studied separately and forms the 
subject matter of a separate branch of knowledge Thus economics 
IS one of the many social sciences and forms part of the general study 
of man in all his varied relationships termed sociology or the general 
social science 

But while it is convenient to break up the study in so many parts, 
It is difficult to study man’s actions in any one sphere entirely ignoring 
the others* Man's economic motnes and activities influence, and are 
influenced by, his political, legal and ethical ideas and institutions* 
In his pursuit of wealth he is very materially affected by the legal 
and political institutions and by public opinion and custom iti regard 
to moral conduct Thus in initiating any economic policy the state 
has to consider its effects on all the spheres of social life* All social 
sciences are thus closely related to one another, though for the sake of 
convenience they are studied separately and generally by different 
sets of students* 

Economics and Psychology. Psychology or mental science 
deals with man’s mslmcts, impulses and motives, which lead him to 



( 11 ) 


an innumerable variety of actions, and economics is closely concerned 
with those motives and feelings of man which affect his economic 
{Activities. Many of'the economic laws and theories are thus directly 
or indirectly based on psychological principles, e. g. ithe laws of di- 
minishing utility and least sacrifice* 

Economics and Physical and Biological sciences. 

Man’s economic activity and well-being are considerably affected 
by the researches and investigations carried on in Physical and 
biological sciences. Thus innumerable inventions and discoveries of 
Physicists and Chemists have enormously increased man’s mastery over 
nature and his capacity to produce wealth, while botanical researches 
are continually helping him to obtain more and better food from the 
soil. Some of the economic laws themselves are based on the conclu- 
sions drawn from these sciences, e. g. the laws of diminishing returns 
from land and heredity, which have helped in constructing and per- 
fecting the theory of population. 

Economics and Geography 

Geography deals with man’s environment as affecting his activity 
and well-being , and so far as geographical surroundings influence 
man’s economic activities — and they do so in a large measure— a 
student of economics has to study geography. In fact, a detailed 
study of the distribution of natural resources, climate and population 
of a region is necessary to understand its economy. 

Economics and History. 

History, especially economic history, helps us to understand, 
formulate and develop economic theory, while a considerable part of 
past history has been the outcome of economic causes. Numerous 
invasions and systems of revenue and government are traceable to 
contemporary economic conditions. Thus history has to take account 
of economic organisation, and a study of economics has to take the 
help of the facts of history. ^ 

Economics and Mathematics and Statistics. 

The study of economics is very greatly facilitated by the use of 
mathematical and statistical methods* Mathematical method helps to 
clarify and give precision to economic laws like that of supply and 
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demand, while statistical investigations ha%e helped not only to verify 
economic theories bnt also to formulate new theories liKe Engel’s Law,, 
and have enriched economic knowledge to a considerable extent. 

Divisions Into which economic science Is divided. 

Economics has been divided into four distinct divisions, which 
deal separately with the different phases of human activities in connec- 
tion with getting a living- These economic activities ate usually divided 
into production, consumption, evchance and distribution. 

Prodnctfon deals with the ways m which things we call wealth 
come into being. In this branch of economics v/e study the requisites 
of wealth production and the causes v;hich retard or promote such 
production 

Consumption deals with the use made of v ealth by human bemgs.- 
In this branch we study the nature of human v/ants, the influence 
which they exert on man’s activities connected \/ith production, 
exchange and distribution of wealth, and the principles which govern 
or should govern expenditure of income in money or kind 

Exchange as a division of economics is concerned with the study 
of the factors that govern the passage of wealth produced from produ- 
cers to consumers, such as the essentials of a market, the process of 
valnation of goods and sen ices and the mechanism of exchange 

OisiribuUon deals with the methods by i.hich wealth produced 
IS shared by those who produce it and the factors that determine the 
shares of the different categories of producers ' 

These divisions or branches of economics are as closely related 
and interdependent as are the respective processes v ith which they 
respectively deal. It should be noted that all the four processes, pro 
ductiou, consumption, exchange and distribution are going on simulta- 
neously Every hour or even minnte of the day each of them is on 
We feel want or desire to consume , this leads to productiw, activity 
on our part In a very pnmitn e society the things produced maybe 
consumed directly by the producer. But in a modern society there is 
specialisation and group production which give rise to exchange and 
distribution* Goods produced by each set of persons are exchanged with 
those produced by many other sets of people, while those produced by 
a group are distributed among all the members of the group not 
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•directly but in the form of money in which they are first turned through 
-saffe. Exchange is thus the bridge over which most of the goods 
produced pass. 

Each ofjthese processes affects and is affected by the others. Thus 
a good standard of consumption creates a greater demand for goods 
and increases efficiency in the production of wealth. A more efficient 
system of production increases wealth available for distribution while 
an increase in the share of wealth accruing to the citizens raises their 
•standard of consumption and promotes productive efficiency. 

Exchange on its part is a very essential link between the various 
processes. Increased production and consumption extend the scope 
of exchange, while a good system of exchange promotes division of 
la,bour and efficiency in production and variety in consumption 

Aim and Utilffy of economic studies. 

The study of economics, like the study of any other braiich of 
knowledge, has a two fold purpose. It satisfies man’s curiosity and 
increases his knowledge about fais actions in getting and spending 
wealth, and this knowledge develops his faculty to understand and 
capacity to do things. And secondly, it enables him to use his know- 
ledge in furthering his own welfare as well as that of society at large. 
Thus the more important aim of economic study is the furthering of 
human welfare. 

The study of economics helps us to know how wealth is produced 
and consumed and also how these processes can be so modified as to 
increase our economic welfare in 'particular and total welfare in general. 
Thus a proper study of the subject makes us better producers' and 
better consumers. "We become more,, efficient and therefore happier 
farmers, manufacturers, traders, bankers, statesmen and citizens. In 
short, we are enabled to maximise the fruit of our effort as well as the 
satisfaction that we derive from such fruit, that is, to apply our labour 
and use the product of such labour to the best advantage. ^ 

According to Dr* Marshall and other modern economists the 
central problem of economics IS the alleviation of suffering caused by 
poverty or the lack of the means of satisfying our primary needs for 
food, clothing, shelter and reasonable comfort The glaring poverty 
cf the mass of population in this era of large-scale production has set 
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cconomi'its to seek the causes of poverty and to find meins to alleviate 
It, for poverty is not only responsible for much of the existing u.retch’bd 
ness and misery but it is also the root cause of the continuance of 
poverty and misery in the world. “The curse of the poor is their 
poverty.” Lack of means to satisfy wants makes men indolent and 
morall> degraded, thus marring their present as v/ell ns their future 
Hope, the nectar of life, is taken out of them, and despair over take& 
them All ambition and desire for progress leaves them 
Wealth and Welfare ? 

The aim of economic study IS to find out the v,a>s b> vhich 
wealth can be increased and welfare of man promoied. Wealth satis 
fies human wants and an increase of wealth is expected to increase 
human wel fare This is, however not always the case Man’s wants aro 
satisfied and his welfare promoted not only by economic goods which vve 
call wealth but also by free goods and by a host of other things v Inch 
are non economic in character such as political freedom, spiritual poise 
and amicable social relations. Thus when popnlation increases or 
such legal monopolies as reservation of forests are created, more and 
more of free goods like land surface and water reservoirs get appro 
priated and beceme economic goods, which means an incrcrse in 
wealth, that is, goods possessing moncj value But this only means 
that many things which were enjoyed freely bj all, arc now obtainable- 
by a few only and that also only with effort or sacrifice. 

Similarly, an increase in wealth may be brought about by making 
man a better tool but a worse or more w retched man The hours 
of work may be so lengthened or the intensitv of labour so increased 
that inspite of more goods at the disposal of man, he gets less leisure 
than is necessary to make him happy. Some of the modern develop, 
ments in the fields of production and consumption have done this to a 
considerable extent The factory band has become a more efficient 
producer, and this has placed in his hands more material goods — nine 
and things that yield sensual pleasures— but he has lost his indepen 
dence, airy and health promoting surroundings , while the keenness 
of competition for the possession of more and more of material goods 
and the selfish pursuit of earthly pleasures, have dv arfed his moral 
and spiritual senses, his feelings of love and sjmpathj 

Again an increase in the total wealth of the communitj does not 
promote welfare if such increase is verj unequally shared. A few 
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individuals in affluent circumstances are no source of hapiness to the 
starving millions Howeveri these unwholesome features of the- 
modern industrial system have received the attention of administra- 
tors aud social reformers and their injurious effects have been greatly 
minimised by education, cooperation, and legislation in favour of the 
poorer classes of society. 

The sum and substance of above arguments is that increase m 
national Wealth or national dividend does not necessarily imply an 
increase ih social welfare. It may In some cases actually result 
in decrease of welfare. Before examining the situations where contrary- 
results occur, we may at the out set clarify the foundation stone on 
Which this entire structure rests To the westerners, who believe 
ivelfare to arise solely from material consumption, it may seem illogical 
to argue that increase in national wealth may result in decrease of 
welfare. But to the oiiental mind who knows fully well that welfare 
or happiness is not to be associated with material consumption aionef. 
there is no logical inconsistency in the startling notion that increase 
in national dividend or national wealth may in certain situations 
result in decrease of welfare or at least may not result in its increase. 

In order to appreciate fully this point of view, we have to clarify 
out notion of welfare* Pigou has classified welfare as economic and' 
non economic, the former that which can be directly or indirectly 
brought in relation to the measuring rod of money , the latter that which 
cannot be. The total welfare is the aggregate of both and this aggregate- 
really implies the total happiness If economic welfare is increased 
by increase in national wealth, it does not imply that the aggregate 
is increased* The aggregate may not rise, if the increase in the one 
component is balanced by the decrease in the other. It is only if both 
the components are moving in the same direction that we can say that 
the aggregate is maximum when the economic welfare is maximum. 
Thus, our first assumption is that economic welfare is the closest 
approximation to total welfare* The second assumption is that national 
wealth and national dividend are the closest approximation (o economic 
welfare But we must not make use of these assumptions without the 
knowledge of their limitations. 

Increase in national dividend and national wealth will not mean 
income in welfare if the portion accruing to the poor is diminished. 
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Bad distribution of wealth to the detriment of poor vull mean more 
loss of welfare by the poor than its Rain by the rich. The agRreRatc 
-social welfare will dimmish* 

Turther, to judge whether increase in the one will lead to increase 
In the other, we have to examine how the increase in national wealth 
IS brought about If it is brought out through the use of new inven 
tions, through better utilisation of time by avoiding the strikes and 
lockouts and labour disputes, through the adoption of better systems of 
wage payments and lastly, through better remunerations, then 
naturally increase in wealth will mean increase m welfare. Bnt 
if additional wealth is due to forced labour, duo to more work at 
the cost of the necessary leisure, then obviously, the increase in 
wealth may not imply increase in welfare* 

And after all, we must not ignore the fact that material coii^umn 
tion IS not the sole determinant of welfare. Much depends upon the 
habits, feelings, expectations and mental attitudes of the consumers. 
The villager today, if he i*, transported to a new world with cars and 
palaces, will not feel better off, after he has once become accustomed 
to the new standard of living* In the transitional stage be may feel 
better offi but ultimately he will become accustomed to the new 
level , his psychology will change and it js rather difficult to say that 
oven then he will feel happier. Thus increase m national wealth does 
not necessarily mean increase in welfare. 
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But such cannot be the case with laws dealing with things 
possessed of life, which is ever changing Plants and animals show 
varities uncommon m matter. Some plants will attain a larger height 
than others, even when provided with the same kind of soil and 
climate Some swallows will prefer to lay their eggs on a tree , others 
may choose a hole m the wall of a dilapidated honse , but water, as 
we have seen, is incapable of any sQch choices or preferences in its 
movements. So we have to recognise that all biological laws — i e 
laws dealing with living things, are less exact and less universal than 
the laws of physical sciences And it is a matter of common 
knowledge that as we pass from lower to higher forms of life, the 
variety shown in regard to time as well as place increases- Plants 
possess life but no will or power to move, and so they show less 
variety than animals who possess will as well as power to move about. 
Evidently, botanical laws are more exact than those of zoology. And 
as we come to the highest form of life in man, we find him possessed 
not only of instincts and freedom of movement like those of animals, 
bat also reason and the power to act or to refuse to act in con 
firmity with his reasoning and natural impulses While other 
forms of life try to adapt themselves to their environment, man can 
and does very largely modify and adapt his environment to his 
own likings. Then again social life is highly evolutionary, and with- 
in a space of a few hundred years, man has changed his wandering 
life of a hunter into a highly settled life, involving a complete trans- 
formation of social life. And so, laws dealing with such a being can 
not be rigid and universal in their application irrespective of time and 
place. 

But should all this be taken to mean that human activities are 
totally devoid of uniformity ’ Certainly not In spite of the great gift 
of free will possessed by man, his actions are to a very great degree 
subject to natural instincts and impulses more or less common to all 
humanity The largest number of people of all nations and at all times 
has felt the necessity of and believed in a divine power. Almost all men 
try to preserve themselves , love for the offspring and sympathy for 
neighbours are to some degree at least common to all Man is at the 
same time a rational animal, and in the overwhelming majority of 
cases, his reason always tends to restrict his free will to reasonable 
action and as this reason is common to all mankind, man's actions 
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cals m their pure state and watch the results of their combination id 
his laboratory, unaffected by extraneous causes, but an economist can 
neither raise prices nor register its effects on the demand of a given 
city or country* And even if it were possible, his conclusion may be 
vitiated by such causes as increase of numbers or change in tastes over 
which he has no control and on account of which he cannot find out 
with precision the effect on the demand for a commodity due solely 
to a given rise in its price* 

It may be noted that Economic laws are natural laws in the 
sense that they are based on man's nature and his instincts. But if by- 
natural law we mean laws which are incapable of variations like the 
laws of gravitation. Economic laws are not natural, 

A 

The Methods. ' 

In all scientific investigations and formulation of laws two 
methods are employed. They are deductive and inductive 

The Deductive Method, Consists in deducing particulars facts 
or truths from a general truth or principle* For instance, from the 
fact that land is subject to diminishing returns, economists have 
■deduced the laws of rent and population* This method was very- 
popular with older economists, who based all their theories on the: 
following principles or postulates 

(l) the law of the least sacnfice based on self interest* 

(2J the law of diminishing returns from land 

(3) freedom of competition, 

(4) the law of population. 

The Inductive Method follows a different course, Here the 
scientist observes particular instances and after their classification and 
analysis deduces laws or general tendencies* For instance, we collect 
facts in regard to incomes of a number of individuals and the sizes of 
their families. From these we may deduce the relation, if any, that 
exists between the size of income and the size of the family , e* g* that 
wealtheir persons have on an overage smaller number of children born 
to them. No doubt we may also reach a similar conclusion by the ^ 
deductive method by a consideration of the effect which the size of 
income produces on man’s sex or paternal instincts. 
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Thus while in deduction we reason from the general to the parti- 
cular in induction we reason from the particular to the general* The 
use of the two methods may be further illustrated as follows t Exces- 
sive heat on a summer afternoon is usually followed by a high wind or 
thunder storm* This truth or generalisation is based on observation or 
•experience of common people and the method here is inductive* But 
the same generalisation may be based on the deductive method in this 
way. Eexcessive heat or high temperature in a region expands air 
and'makes it lighter and its pressure lower. Lower temperature and 
higher pressure in adjoining regions causes flow of air from the latter 
to the former areas* 

The drawing of conclusions from abstract truths or principles 
has led to the deductive method being called the abstract method, and 
the protagonists of the inductive method have also criticised it as 
dogmatic, especially as in their view some economists have drawn 
-wrong conclusions or have based their deductions on wrong postulates* 
The inductive method has been called the concrete method because it 
bases us conclusions on concrete facts. 

It is now universally admitted that both methods are useful and 
even necessary in economic as well as all scientific investigations The 
deductive method is quite useful in drawing conclusions from known 
principles and truths, and inductive method is useful in verifying those 
conclusions as well as in drawing new conclusions from the observa- 
tion of facts* Deduction helps in explaining and co ordinating conclu- 
sions arrived through induction and in drawing further conclusions and 
forecasts about the future tendencies or bappennings* 

Some Assumptions of Economics. 

In all economic discussions and exposition of economic laws and 
theories certain things are assumed without being explicitly expressed 
in words* These are (l) «« ordered society possessing a government 
which ensures security of person and property and which enforces 
contracts {2) freedom of competition and enterprise, enabling all men 
freely to engage in any kind of occupation which is not closed to the 
public by law on grounds of morality or public policy, (3f Right of 
private property and «r7ier><ff«ce— institutions which ensure the en 
joyment of the fruits of one’s labour and the certainly of being able to 



pass on those (rmts to heirs and successors. (4) a money economy- 
where goods are sold and purchased not directly but generally through 
tile medium of money and (5) a radiness on the part of individuals to 
act according to their best interests. 

" In so far as these conditions are wholly or partially non existent 
economic theories are falsified. Absence of competition, inability or 
unwillingness to seek the cheapest market through ignorance, custom, 
or sentiment are the forces o/ econoimc JrtcUon which counteract 
economic forces like free competition and enterprise and prevent the 
normal working out of economic laws e.g. the full play of the law of 
supply and demand is checked by monopolistic combinations, state 
controls, and ignorance of the conditions of demand and supply by 
persons entering into competition as buyers and sellers. 

Recent trend in both economic thought and sentiment is towards 
state control and planning of economic life. While the old recognized 
school of economics bemoaned the economic frictions as preventing the- 
operation of economic laws, the more modern thinkers are increasingly 
tending towards controls and state interference in the economic field at 
every step Thus if the state takes over all or most productIon^ 
distribution and exchange of wealth in its own bands or even if it only 
exercises rigid control over these activities in the hands of private 
agencies, most of our economic laws and theories will become not only 
oat of date but entirely meaningless That will lead to the rise of a 
wholly new body of economic principles applicable to state or planned 
economy. 

The theories as expounded in this and most other text books and 
the assumptions enumerated above are applicable only to what is called 
capitalist economy, which has freedom of enterpnze and competition 
limited by law only to the extent of prevention of fraud and 
spoliation. 
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2. Pastoral Stage. Tannng of the aminals. 

Later on men learned to find subsistence not by killing but by 
taming the animals. This ensured a more certain supply of food and 
clothing , family attachment developed and population grew* especially 
as the tending of herds required several persons to look after them- Of 
course, life was still nomadic, as the cattle or sheep had to be moved 
from place to place to provide them with pasture Personal possessions 
however increased, as they could be easily transporated on the backs of 
the animals. Life, on the whole, became comparatively more peaceful, 
and the division of labour among the husband, wife and the children 
sprang up Nomadic life, however, did not promote or require an 
prdered government or society 

3. The Agricultural Stage. Taking to the soil. 

By and by man learned that soil could yield a continued supply 
of means of subsistence by cultivation, which provided a still more 
certain source of food The cultivation of soil necessitated settled ' 
life, which together with adequate supplies of food led to an increase 
in population. In this stage, the institution of property became very 
important, as not only did the proprietorship over the cultivated land 
become necessary but the excess produce of the soil had also to be 
preserved for future. To protect property some kind of protective 
organisation became necessary, and government was evolved The 
settled and organised life led to peace and prosperity, which in theit 
turn encouraged the pursuit of arts, science and literature. Villages 
consisting of several families living in separate houses or huts, 
grew up. 


4. The Artisan or Handicraft Stage. Making of things by fools* 

Agricultural life gave birth to arts or handicrafts Tillage 
required implements and tools, and settled life 'encouraged the 
use of clothing and houses. Thus, there sprung up blacksmiths, 
potters, weavers and masons. There also appeared the division 
of labour and exchange. The cultivators and artisans supplied 
each others' needs. First, this was done by direct exchange 
or barter- The artisans suppled their wares ploughs or clothes“ 
and such classes as barbers and washermen their services m 
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exchange for corn of the farmers. Later on, the use of mon y 
medium of exchange appeared. Towns grew up, whic ® 
attracted artisans, while the farmers lived in vil ages, an 
between the town and its countryside developed. 

5. The Industrial and Commercial Stage. Making of things 
by Maohmct 

With the extension of man s scientific knowledge and 
over natural forces such as water, wind and electricity, ere 
machines and engines, which helped to produce as we ^ 

m large qualities and at a high speed- This Z 

processes of production as well as exchange* e c le g^tension 
stage are the complicated organisations, the growt o ow , , ^ 

of the division of labour and exchange, and the development of credit 
and banking. This stage is also termed the age of t e in 
distinguish It from the artisan stage, which is called the age 
With the growth of international trade, has develope 
we call geographical or international division of labour. 

If we trace the evolution of industrial organisation ^ 

different stages of economic development, we find that m e 
ing production was organised on the basis of . 

household was the centre of economic activities. Wants we 
they were satisfied by the members of the family working m co-opera 
tion under the guidance of the head of the family* 

In the second stage there came into existence what is '^^lled the 
domestic system of production- Under this system people wm^ked 
m their homes, but not for themselves as under the 
for a merchant employer, who used to export goo s ou si e* 
the middleman came into prominence. Later on there appears 
which began to regulate as well as promote the industrial activi y- 

With the introduction and use of machinery after the Industrial 

Revolution, the domestic as well as gild system ‘ ® 

background and the factory system of production developed, which 

now. predominates so that factory system has f 

than an exception m all the important industries of the modem 
■countries of the world. 
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INTRODUCTION 
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goods made up of tlie orej changes its time* All these agencies ad 
utility to the ore by their operations and are producers in the re; 
sense of the v/ord < 

All productive activities may be classihed as follows 

.Industrial Activities • 

(1) Extractive industries —engaged m the extraction of raw 
■materials from nature' e. g* farming, mining, fishing, forestry, for- 
gathering. 

(2) Manufacture, consisting in treating the raw materials and 
turning them into finished goods e. g, spinning, weaving, soap 
making, etc 

Commercial Activities . 

(3) Transport services-engaged in moving goods from place to 
•place, e. g* railways and shipping. 

(4) Mercantile services-consisting in purchasing, sorting, storing 
and selling of goods-work done by merchants and middlemen including 
brokers and factors. 

Financial Activities t 

(5) Banking services-engaged in providing capital and credit to 
mdustnalists and traders. 

Professional Services, 

(5/ Public services— of soldiers, judges and policemen. 

(7) Private services — of lawyers, doctors and domestic servants* 

The proportion of population of a country engaged in different 
classes of these industries gives us an indication of the stage of its 
economic development* If a much greater proportion of the people of a 
country is engaged in extractive industries, as in India, it can be safely 
concluded that the country is in her agricultural stage of economic 
development. 

The classification is also useful in preparing an economic plan 
■for a country. As a rule in a well-balanced-planned economy the 
entire population of a country must be engaged in the-different in* 
dustries in some correct proportion to be determined by her natural 
resources and the economic requirements of the people inhabiting it* 
It is only then that the maximum material welfare can be secured for 
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the people. The distribution of population in productive activities in 
any proportion other than the ‘correct’ one is sure to be uneconomical. 

The incentive and scope for productive aetivities. 

The necessity of satisfying economic wants both present and 
future IS the only incentive for the people to engage themselves in 
productive activities* Economically considered a man is no more 
than a bundle of economic wants moving in flesh and bones. He 
works simply because in no other way can he satisfy them Wants 
provide the motor force of productive activities* Scope of such activities 
IS conditioned by the natural resources, quantity and quality of the 
people ahd their scientific knowledge and inventive genius* If a 
country is rich in natural resources, a large number of industries can 
be started, otherwise the scope for economic activities in localities like 
deserts and hilly tracts is very much limited Similarly, hardworking, 
intelligent energetic and virile people can extend the scope of their 
activities by utilising the natural resources of their country to the 
’fullest extent. Scientific inventions by enabling men to control natural 
forces and political stability by ensuring peace and security to life and 
property can considerably extend the scope for productive activities* 

The Agents of Production t 

All production involves the use of the services of two primary 
■factors— -Ncrtnre and maiu The former provides the materials and 
the latter provides labour or effort needed to make things or render 
aervices These two are thus the primary agents or factors of 
production, in as much as production would be impossible without 
them, and also because the other two factors, mentioned later, are 
derived from them. These two factors are termed Land and Labour 

Besides land and labour, there is a large number of things, 
which are not land but are great aids to production, such as machines, 
loots and buddings that help production* We call all such things by 
the name of capiiah The help, of capital is so important these days 
that the rvhole industrial system is called capitalistic* Then there is 
a fourth factor, Orgamsatton, whose function is to bring together the 
•other factors of production and to undertake the risk incidental to all 
enterprise* Capital and organisation are called secondary factors of 
production because capital represents purely the fruit of past labour 



upoolana.wWeoigan»saUoni5only a special kind of labour. This 
last factor has assumed importance rvith the growth of large seals 
production, for it is the ability and efficiency of the organiser upon 
vrbich depends the success of a big factory or business; It is nol 
necessary that all these factors should be provided bj differeni 
parties. It may be, as is usual in small businesses that the saros 
man is landlord, labourer, capitalist and organiser. 

All these factors of production are important for production o' 
wealth, though their importance has varied from time to time accord 
Ing to the particular stage of economic dev elopment. The importanci 
of land, for example, is very great in hunting, pastoral and agricultura 
stages. Capital and Organisation play little part in the fust twt 
stages ; in the last, however, their importance increases* In th< 
industrial stage-specially where lagre scale production becomes thi 
order of tne day-capital and organisation begin to play an increasinglj 
important part in the production of wealth. 

Efficiency In production. 

The term productive efficiency denotes the amount of output in. 
relation to the quantities of the various factors of production engaged 
m production Thus of the two factories employing equal amounts 
of land, labour and capital the one that shows greater output in a 
given period is more efficient This efficiency of a factory or of a 
country is dependent upon the quantity and qualitj of natural 
resources, population, capital and organizing abihtj. 

The concept of efhcienc}' is howeier of importance from the 
point of view of human welfare Thus the amount of output of a 
nabon or society as a whole is of a little significance What is im- 
portant IS the production or output per bead of the population 

Again efficiency in production should not denote only the amount 
of output pet head but output in relation to inconvenience or sacrifice 
required to produce it, so that efficiency should increase material 
welfare. Thus efficiency in production has two aspects (l) Maximum 
output (2) Maximum material welfare. The modem capitalistic pro- 
duction has succeeded m the first but has failed in the second and that 
IS why It is being decried and also threatened by socialistic tendencies, 
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improving its productivity. If, on the other hand, the tenants are liable 
to ejectment at will inducement to improvement is lost* Productive 
efficiency of land other than agricultural, however, is determined more 
by external factors than by the internal factor of fertility. The exter- 
nal factors include improvements brought about by the social and 
economic structure of society— specially means of transport and 
communications) banking and marketing facilities. 

Efficiency of land in general implies its suitability for the use to 
which it IS put. Land is required, for example, for agriculture, for 
constructing factories, for educational and recreational purposes. In 
each case different factors will determine its suitability according to 
the particular use to which the land is put to. 

However these conditions of productivity of land are capable of 
being modified by man to suit his advantage He can impiove ferti 
lity as well as situation by manuring, levelling, irrigation, drainagei 
mixture and rotation of crops and by opening up of means of transport. 
Reform of land tenure can be and is undertaken by the state in the 
interests of productive efficiency 

The Law of Diminishing Returns from Land, 

The capacity of land to >yield wealth in cooperation with 
labour and capital is physically limited. When we apply a » given 
amount of labour and capital— call it a dose — to a given acre of land 
we get a certain amount of produce* When we apply double the 
amount of labour and capital— 2 doses — to the same acre, the produce 
IS usually greater but less than double, that is, the additional dose 
yields less than proportionate return. This means that the return due 
to the application of the second dose is less than the return due to the 
first dose. When we apply three doses, return due to the third dose 
tends to be smaller than the return to the second dose, and this ten- 
dency continues* This form of cultivation or farming, where a large 
quantity of labour and capital is applied to a given piece of land, is 
called intensive cultivation It is much in vogue in old countries like 
Belgium with dense populations 

Further if additional doses of labour and capital are applied 
not to the same plot but to new plots, the return again tends 
to diminish. Firstly because, it is natural on the part of a farmer 
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to cultivate the most fertile piece of land available, and the yield of 
such land due to a given amount of labour and capital is certain to be 
higher than the yield of another piece which is less fertile or more 
remote from his hut or marhet , remoteness from home increases the 
cost of farming and supervision, and greater distance from the market 
adds to the cost of transport. When the available amount of labour and 
capital IS applied to a large area, cultivation is called exteiiswe- 
Whether the one or the other form of cultivation is resorted to in a 
particular region at any time will depend on their comparative 
profitableness. 

In either case, the marginal return, that is, the return due to 
additional dose goes on decreasing It should be borne in mind that it 
IS the amount of output and not its value in money that decreases* 
This tendency has been called the Law of Diminishing Returns* 

But It must be remembered that under certain circumstances 
returns may increase for a time instead of diminishing. When owing to 
insufficiency of labour and capital land does not get properly ploughed 
or watered, returns are very meagre, and a doubling or trebling of such 
small doses may yield increasing returns for some time* Again, im 
provement in the methods of cultivation such as scientific manuring and 
betterment of tools or field organisation, may increase the yield due to 
additional labour and capital applied on a farm in the shape of more 
labourers, manure or machinery. And as such exceptions to the law 
are not infrequent, it has to be stated and understood only as a 
tendency, although the tendency of returns to increase from either of 
the above two causes is temporary, yielding place to the opposite 
tendency of diminishing returns* Taking into consideration these 
points, the Law of Diminishing Returns may be stated in the words of 
Dr Marshall. 

An increase in the capital and labour applied in the cultivation 
of land causes tn general a less than proportionate increase in the 
amount of produce raisedt unless it happens to coincide with an 
improvement in the arts of agriculture.’’ 

It IS to be noted that total return does increase for a very long 
time. It IS the marginal returnst or returns due to additional doses 
that tend to dimmish with every increase in such doses. This fact may 
be made clearer by the following table and diagram ,• 
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Returns obtained from the application of a number of doses of 
labour and capital on an acre of land under intensive cultivation 


Year 

No> of 
doses 
applied 

Total 
Cost m 
rupees 

Total 

return 

mds. 

Marginal 

returns 

mds. 

Cost per 
md. Rs- 

Tendency 
of Returns 

Tendency 
of cost. 

1st 

n 

Rs. 10 

5 

5 

2-0—0 



2nd 


20 

12 

7 

1-11—0 

Increasing 

Dimins 

3rd 


30 

15 

3 

< 2 - 0—0 

Dimins 

Increasing 

4th 


40 

17 

2 

2—6—0 

SI 

It 

5th 

Hi 

50 

18 

1 

2-12—0 

>» 

it 


Similarly, returns due lo additional doses would tend to decrease, 
as we have seen, even if these additional doses were applied to different 
plots less fertile or more remote from the market than the criginal 
plot. ' 


IncreuBfng comK 

The above table shows that as returns dimmish* cost of production 
permaund increases* This is evidently true, and the law of dimmish' 
ing returns is also termed the law of increasing cost. The two curves 
fa) and (b) represent the law of diminishing returns from the point of 
view of returns and costs respectively. In the curve (a) though the 
return for the second dose is higher than that for the first it is less doe 
to the third dose, still less for the fourth and so on In curve (b cost 
per maund diminishes first but increases constantly thereafter a"! output 
increases through the application of more and more doses of labour 
and capital. * 

The Relation of price lo Cultivation. 

The extent to which cultivation is pushed intensively and 
extensively depends on the price of the produce. When prices rise it 
becomes profitable to apply more labour and capital on more fertile 
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pieces of land and some on less fertile pieces* And application 
of labour and capital tends to be pushed to the dose whose cost in 
money is equal to the money value of return due to it* Such dose is 
termed the iitarginal dose and the return due to it ntarginal return'* 
All previous doses leave a surplus profit to the cultivator and under the 
play of self interest he is expected to push his outlay on land to the 
marginal limit, where he becomes indifferent. 

The operation of the law of diminishing returns In different 
Industries t 

This tendency of diminishing returns operates in agriculture 
much sooner than in other industries like manufactures where returns 
increase for a long time. In other extractive industries also the law 
begins to operate sooner or later In raining and fishing returns may 
increase for a time due to additional outlay on efficient and skilled 
labour and improved machinery, but with every increase in the depth 
of the mine or sea, and with the extending of operations over less 
fruitful or poorer mines and fishing grounds costs increase and returns 
diminish. Costs of management also increase as the area of opera 
tions widens* 

The law of diminishing returns operates with the greatest force 
and much sooner in agriculture than in other industries because eco 
iiomies of large scale prodcuction are not possible to any appreciable 
extent in agriculture* There is not much scope for the division of 
labour and use of specialised machinery in agriculture The operations 
are not continuous and of a routine character as in manufactures, and 
specialised labour and machinery, if applied, are in use /or a limited 
period of the year only, which means an increase in costs instead of a 
diminution* And as raw materials used in agriculture are not of much 
importance economies resulting in manufactures from their putchase 
and transport in bulk are not available in any appreciable degree* 
Further in agriculture as well as other extractive industries thi* area 
of operations increases much faster than in manufactures where large 
quantities of labour and capital can be concentrated in small space 
Consequently the cost of superintendence and control in extractive 
industries increases much faster than in manufactures. 

In mining and fishing, however, there is much scope for 
the division of labour and use of specialised machinery, as also m 
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foresty, where operations are continuous and of a routine nature* 
The result is that costs in these industries tend to diminish and returns 
increase for a longer time than in agriculture, and the scale of 
production is usually larger in these industries than in agriculture. 

In transport industries like Railways and steamship lines the 
law of diminishing returns does not operate so long as the fullest 
capacity of the fixed capital has not been utilised. Railway lines, 
■stations and controlling staff to a certain minimum extent has got to 
be provided, and with every increase in traffic the proportion of fixed 
•expenses falling on traffic decreases sharply. That is, the cost of 
traffic as a whole per unit of goods and passengers falls and returns 
due to additional labour and capital increase. In steamships also, as 
the carrying capacity of a vessel is increased, costs of coal or other 
fuel as well as of supplementary costs on offices and establishment 
decrease. Further the decrease in these costs more than offsets the 
increase in costs due to the widening of the area of operations. The 
longer the distance over which a load is carried, the smaller propor- 
tionately IS the cost of loading and unloading as well as of taking and 
giving delivery of goods per ton mile* 

It IS, however, to be remembered that there is a limit to the ten- 
dency of increasing returns and large scale production in all industries 
set by (l) the increase in the costs of superintendence and direction 
( 2 ) increase in the costs of raw materials as poorer and more distant 
sources have to be tapped and (3) the limit of the market and the in- 
creasing costs of distribution of goods among consumers. And returns 
in agriculture and extractive industiies may be increased by improve 
ments in the methods of cultivation and extraction and by the discovery 
of new fruitful sources of supply of land and minerals. 

Voider applIcKtlon of the Law of Diminishing Returns. 

The tendency of diminishing returns is equally noticeable in case 
of other factors of production — labour, capital and organisation, 
whenever and wherever there is limitation of their quantity. The 
daily or yearly capacity of a labourer is limited like that of an acre 
of land, and as he is supplied with more and more land and capital to 
work with or more managers and directors to work under, his output 
due to additional resources tends to dimmish, as each additional unit 



! 


( 40 ) 

of other factors gets the cooperation and assistance of smaller and 
smaller quantity of labour. Similar is the case with capital and 
organisation. The law then applies to all the factors of production 
and not only to land This wider tendency also shows that with every 
increase in the quantity of any one factor, other factors remaining 
constant, the marginal return or the return due to each additional unit 
of such factor tends to diminish. ‘‘The more of it there isi the smaller 
IS the quantity of other factors, with which to cooperate and from-" 
which to derive assistance that each new unit finds available* 
Consequently as the quantity of any factor increases, its marginal net 
product in terms of commodities m general continually falls*’’ fPigou 
Economics of Welfare page 617). The law of diminishing returns as 
It applies to land differs from this wider tendency in this that the 
former applies not only to a given piece of land but also when land is 
increased because additional plots of land are either less fertile or more 
distant from the market. 

The reason why the tendency of Diminishing Returns applies 
earlier and with greater force in agriculture end other extractive 
industries is that there the factor land is of paramount importance and 
Its snpply is ulUfnately limited. In case of other factors there is no 
such limit, and they are capable of great increase. And m manufacture 
mg and transport industries where supplies of labour and capita! can 
be easily increased to any amount together with the needed additions- 
to land supply, returns go on increasing until the task of supennten 
dence becomes inefficient 

The importance of the law of diminishing returns from land. 

This law based on the physical properties of the natural agents 
IS of great economic and social significance The malthusian theory of 
population IS based upon this law It shows what has been called the 
niggardliness of nature, foreboaing a decreasing share of the necessaries 
of life to each individual with every increase in population and an 
increasingly harder struggle against nature by man for his existence 
It also means that there is in store for man untold misery in the shape 
of famine and disease and war unless he is successful in improving the 
methods of production and discovering new sources of supply so as to 
push further and further the point of diminishing returns, or in limiting 
bis numbers in accordance with the already available supplies. Uptil 
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The following is the diagrammatic representation of the above 
Haw t— 

(1) The Law of Productivity 


!• Till A returns increase 

2 1 , B t, remain constant 

3 After B „ begin to dimmish. 


X 



chapter 7 

LABOUR 

Economically laobur denotes all human effort of body and mind 
■which results m goods or services possessing exchange \alue. It has 
been iveil defined as “all effort of body or mind undergone partly or 
wholly with a view to some good other than the pleasure derived directly 
from the work ’’ Thus we must leave out of consideration the labour 
•of football players, housewues and friends, and of worshippers unless 
•they engage in their work for payment We must also exclude the 
labour of organising and direction of enterprise which forms a 
•separate factor of production, although such exclusion seems arbitrary. 
The function of labour is to produce wealth b> working upon materials 
■provided by land or nature and by rendering personal services with 
or without the help of capital and organisational direction* 

Labour may be classified into (l) manual, denoting all work 
Tvhere exertion of body is more important than that of mind, e*g, the 
work of artisans, coolies, porters , (2) mental, where the exercise of 
mind IS of greater importance such as is the case with the work of 
teachers, vakils, clerks etc. Manual labour may be further subdivided 
into skilled and unskillcif< All work that requires manual skill that 
•comes through training, apprenticeship, or practice and experience is 
skilled labour , the work of porters and chaprasis is unskilled labour. 

Characierittict of labour. 

(1) Most of the productive or economic labour that issues in 
wealth IS irksome and is undertaken for reward Labour undert<aken 
for love IS beyond the purview of economic studies* Howsoever 
pleasant may be our job at the start it becomes tiring as days or 
•even hours pass. 

(2) Labour is inseparable from the labourer. While putting 
labour at the disposal of an employer, the labourer has to accept 
certain conditions of living and to move his own body to the place of 
work 
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country. Additional people born in or coming to a country must find 
means of subsistence in order to survive, while a reduction m the 
means of subsistence must reduce their numbers. 

Thus in new countries like America, Australia and New Zealand, 
where natural resources are vast and existing population sparse, 
uncrease is taking place rapidly in both ways > while in old countries 
like India and China, where all the available natural resources have 
been utilised, population does not find much scope to increase, and 
emigration is taking place inspite of the great hardships which Indians 
have to put up with in foreign countries. In other countries like 
France and England population has increased in the past mainly 
through an increase in productive efficiency, and this increase in popu- 
lation IS now much slower-almost stationary in France. 

Limitation of numbers to suit the existing and prospective 
means of subsistence in a country is thus the burning problem of the 
day. In older times increase in population was seldom desired on 
economic grounds except in the case of perhaps scanty nomad 
populations of pastoral peoples. Greece, Rome and India put a 
premium on families due to miiitarv or political reasons, as is even 
now done by some small states in Europe by lower taxes and allowances 
in case of larger families* Nowadays, however, public opinion is 
usually in favour of limitation in almost all civilised countries except 
in new countries requiring labour for development of their natural 
resources* 

Theory of population. 

Population, like vegetable and animal life, has the physiological 
power to multiply faster than its means of subsistence, while the 
number that can live is limited by the available subsistence* Conse- 
■quently, undue increase is held in check either by preventive checks* 
e,g. late marriages and continence, or by positive checks, i e., war, 
disease, famine etc 

This economic fact or principle is based directly on the man’s 
innate tendency to multiply and on the operation of the law of 
diminishing returns from limited natural resources and has been 
^iven the name of Malthusian law or principle of population. And the 
conclusions drawn from this law about the coming 'misery for all 
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His first point rcnnins substantially valid* HiS second ana 
ihird points have become antiquated as he did not foresee the rapia 
chanRcs in means of transport, colonisation of new lands and improve 
ments m the methods of production 

The optimum population, 

A question of practical importance in connection v;nh the 
•problem of population, however, is to ascertain optimum or best 
possible population for a country. The conception of opttmm 
poj!>i/Ia/io« has been explained in many vva>s by difi'crent v riters. 
According to Professor Cannan optimum population is “A point cl 
maximum return, attained when the population is •‘o exactly fitted tc 
the circumstances that returns would be less if the population were 
either less or more than it is*’. Professor Carr-Saunders regards tbai 
density of population as optimum which ‘will obtain the largest incra 
per bead", 

These tv 0 viav s ind’caie the smie point about the idea ol 
optimum populalion-that a country should contain a size of populatior 
•which is just enough to exploit its natural resources In the besi 
possible manner so as to have the highest income per head. The point 
* iseas> to define and explain, but diilicnlt to ascertain. A country can 
reaoh il onlj after a great deal of experience, and even then there can 
be no population permanently optimum* What is optimum to day can 
not be so after ten years It vanes according to the state of economic 
development of a Country. What is onlimum under one form of economy 
may cease to be optimum in another form Similarly an optimum 
population in a country at a time, v hen it has not entered into trade 
agreements v/ith other countries, may become below or above optimum 
as soon as it commences international trade. 

The idea of optimum population, however, seems to be a very 
good goal to reach but difficult to accomplish, and consequently it has 
lost Its charm in the field of Applied Economics. 

The Modern Tfew. 

The Modern economists are of opinion that the population 
promblcm can not be solved simply by tacHing the size of the people 
nor can it be solved permanently. It can be solved for a particular 
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enod of time only and that too by attacking it from all sides* The 
robiem of population is “not merely that of size but of efficient produc- 
on and equitable distribution”, and it is not only economic, but social, 
olitical and religious as well. 

From this it follows that although India is overpopulated just 
ow her population can increase still further and yet reach a higher 
andard of living, provided her natural resources are fully exploited 
]d the efficiency of her people increases. The high rates of infant 
lortality and the prevalence of epidemics and famines taking huge 
ill of human life are evidences of over-population. But if produc- 
on of wealth is increased through proper ' planning and a more 
juitable system of distribution Is introduced, there is scope for an 
icrease both m numbers and standard of comfort. 


The Deaslty'of populetfon. 

The density of population in a region depends upon the procurabi* 
ty of the means of subsistence* The means of subsistence can be 
recurved either directly through agricultural production as in the 
anga valley , or mdirectlV through industrial production and 
schange. In both the cases facilities for production will be the 
Jvernmg factor in the determination ol the density of population, 
he natural resources — the physical enviroment, climate, rainfall 
3wer resources etc — , the means of transport, the nature of 
icupation f political security— all affect productive,' capacity and 
irough it the density of population in the region. The urban 
dustnal regions provide more extensive occupation and have 
eater 'density of population, while in, rural areas occupation 
scarce and the density of population lower But it must be 
Jrae in mind that higher density does not necessarily imply over- 
jpulation. The criterion of over population is different* In spite 
high density, the population may not be more than what can be 
d by the means of subsistence or may , be less than what is 
icessary for utilizing the resources of the region. On the other- 
md, even with large population, the density may be low as is the 
ise in India. - - ^ - 
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Efficiency of itboor. 

The term efficiency of labour denotes the productive capacity of 
‘ labour per head in a given unit of time It is this per capita pro 
ductivity which governs the well being of the population* Evidently 
the labourers who produce hundred maunds of wheat or nee m a 
year will be better off than those v'bo produce only fifty. From the 
i point of view of the employer of labour, however, efficiency is 
measured by the value of his output and the wages paid in a given 
period of time* Thus, to him the labourer who produces 8 Annas 
worth of goods and accepts 4 Annas as his wage per day is more 
efficient or profitable than the one who produces one Rupee worth of 
goods and demands a wage of 14 Annas. 

Fuctora governing the efficiency of labour. 

Efficiency in the sense of the size of net output is of greater 
importance from the point of view of national welfare. This efficiency 
‘depends upon two broad factors (l) Internal to the labourer and (2) 
External conditions affecting productiveness. Among tniernaJ /actors 
determining efficiency are the labourer’s power to work and bis wtll to 
work Power to work m its turn depends upon physical, intellectual 
technical and moral fitness for work, while the will to work— 
deligence and application to one’e t3sk““comes from a sense of duty, 
interest in the work and from ambition to improve one’s pecuniary 
and social position. Both power to work and will to work are 
determined partly by birth and partly by environment. Environment 
can he improved by parents of the labourer, the employers and the 
state Thus, physical fitness though partly the out-come of qualities 
racial and parental^cau be improved by' proper nourishmeni 
“and parental care in childhood, by the provision of sanitary ^ 
surroundings at home and in the factory , a fair amount of rest and 
recreation and a living wage yielding adequate quantities of necessaries 
and comforts of life during the working life. Intellectual and technical j 
fitness are lagelv dependent on education and training A sonud 
general education and technical training and apprenticeship cultivate 
both the mind and hand. Moral fitness denoting honestyj faithfulness 
and persev erance are even more important for efficiency. They are 
largely the outcome of religious and social surroundings, but e.en 
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^hey can be developed by a proper system of education at home and 
nn the school 

The development of these qualities is of great importance for 
national well being, and it is the duty of the parents,' the employers and 
the state to do'all they can in this respect* Unfortunately the parents 
Tiave neither the resources nor the prudence and unselfishness required 
to give edacatida and teaming to any adequate extent* The employer 
on his part is deterred from such investment in his labourers or their 
children because there is no certainty of his retaining their services* 
It IS this fact which puts upon the state the responsibility of promoting 
efficiency of labour. The modern state discharges this responsibility 
partly by compelling the employers to provide certain minimum 
conditions in regard to hours of work and wages and partly providing 
education and some of the essential amenities of life at its own 
expenses* Good employers generally always go a little further than 
■^vhat the law compels them to do for their employees Thus some 
of them provide medical facilities, education, recreation and housing 
•at concessional rates , j - • 

An enlightened employer like Hen~ry Ford can do much to 
improve the efficiency of his labourers to the advantage of himfe’elf 
as well as of his employees by providing a living wage, recreation and 
Test and suitable promotions* An careful study of fatigue has revealed 
the fact that long hours do not 'necessarily result in more work Longer 
hours after a certain point result in less work per day* and a wise 
•employer should always be careful not to overstrain his employees, 
^ this I's as much against his own interest as against that of the 
^ labourers and society* * _ " - ^ 

' ‘ External conditions affecting efficiency of labour are : — 

(1) Richness and suitability 'of natural resources* Rich 50ii, 
■mineral wealth, power resources and good climate naturally yield 
lietter results than poorer resources Efficiency and high' wages m 
America are largely due to the richness of her natural wealth* 

(2) The adequacy and suitability of capital — tools and materials 
'■ ■are other things that directly promote efficiency Lack of sufficient 

■capital and the obsolete character of implements used by Indian 
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farmers and artisans and even m some factories partly explain the 
inefficiency of Indian labour — ^probably more than the tropical climate 
%\hich forbids sustained work for a large part of the year. 

(3) Organisation of labour in production— suitable di\ ision of 
labour — the scale of production — combination of various factors in 
appropriate proportions — are other factors which affect the efficiency of 
labour as much as the efficiency of organisation itself* 

Mobility o! labour 

The mobiiiti of labour denotes the ability and willingness of 
people to move either from one place to another or from one occupation 
to another. The first is geographical mobility and the second 
occupational The geographical mobility may be inlernal-moiement 
within a country or external movement of labour from one country to 
another. ' Factors like nationalism, patriotism, family affections, 
religiont ignorance of oppottumticS offerred by another region and 
attachment to a particular locality generally discourage geographical 
mobility of labour. But factor® like easy, safe, cheap and quick* 
means of transport and communications, good international rehtionsbipt 
political stability, sense of security and a common language promote 
this type of mobility of labour. 

Occupational mobility is also of two types (l Vertical 
mobility of labour which means movement of labour from one grade 
of occupation into a lower or a higher grade in the same or m a 
different industry (2) Horizontal mobility of labour implies the 
movement of labour between similar grades* This type of mobility 
IS generally hindered by factors like family pride in a craft, cost and 
risk involved m change of occupation, rigidity of the caste system* 
The division of labour and use of machinery, on the other hands, 
facilitate the mobility of labour of this type 

Mobility of labour promotes efffciency in so far as U helps to 
put labourers in the right place and at the right job. It increases 
productive capacity and economic welfare of the country as a whole* 
Every man goes to the place where his services are wanted most 
and where he gets the highest wages , mobility of labour also equalizes 
wages. 


CHAPTER VI 11 

€!apit«]. 


C*pH»l in the economic sense of the term denotes those forms 
ofuealth, other than land or natural resources, which are used or 
iutuided io be used for further production of wealth. Hoarded 
wealth, in whatever form it may be, is not capital. Thus capital 
includes all wealth produced by man and deiotcd to productive 
purposes. Factory buildmRS, machines, tools and raw materials are 
capital but not clothes, furniture, cars or books usued by owners 
/or sattsfytng ilietr wants dtrectly. But even these latter things 
would of course be capital if used m business by tailors, carpenters 
doctors and booksellers respectively. Capital is said to be productive 
because with it a man’s capacity to produce wealth increases, but 
this property of capital is common to all the factors of production 
Capital also yields an income to the owner m the shape of interest 
and dividend. Here it may be noted that a car and other durable 
goods like furniture bring an income from month to month in the 
shape of satisfactions, but by common consent they are not called 
capital. 

Surface of land and other natural gifts devoted to production 
of wealth are not capital. This distinction between capital and 
land appears arbitrary to the beginner, but is of considerable signi- 
ficance and must be clearly grasped. The term capital is used for 
things produced by man, whoso quantity is, unlike land, capable of 
increase through saving and of reduction through consumption The 
supply of land is, on the other hand, fixed for all practical purpose 
and is not capable of variation* It is this fact which eplains thrs 
difference between rent and interest. 

Money Cnpital and Real Capital, it is Capital in the form 
nf tools and materials that helps in production. Capital in this 
form may therefore be called real Capital or Capital goods. Money 
only represents command over Capital goods, it helps m produnng 
other goods only when it is turned into real Capital good=. Even 
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but the real capital here also is food, cloth and shelter which labourers 
procure with wages 

In short, the function of capital is to provide labour with 
sustenance for life, tools to work with and materials to work upon* The 
real importance of capital lies in its power to increase man's productive 
capacity* It enables labour or human beings to employ their physical 
and -mental energies more effectively in producing goods and services 
needed directly for consumption and also those needed for producing 
capital goods themselves. The quantity of fish saved by the fisherman 
may be used for making a net for catching larger quantities in the 
future or for preparing a better net or for manufacturing machinery 
required to make such nets Capital introduces luto production this 
‘roundabout process’, that is, the process of production of consumption 
goods IS lengthened into a complicated chain representing numerous 
machines and processes through which goods "pass before they are 
ready for human use* But the quantity of such goods produced 
per man in a given period increases manifold* 

Fsetora atfectlng the growth of Capital. 

\ 

The chief conditions which favour or check the growth of capital 
may be summarised as follows 

The power to save The greater the excess of income over 
expenditure, or production over consumption, the greater is the power 
to save and accumulate capital In so far as ’ India is a country 
where industries are undeveloped and the vast majority of the people 
lare poor having email incomes hardly sufficient to keep body and soul 
together, the power to save is very low The recent progress m 
industry and commerce is, however, swelling incomes and the power , 
to save IS to that extent gradually increasing 

The will to seve But mere power to save is of little conse 
quence in the growth of capital unless accompanied by the will to 
save. The will to save is encouraged by security and discouraged by 
insecurity of life and property* Thus since the establishment of 
comparative peace m India, capital accumulation has been encouraged 
greatly* 



Then there is prudence — strong desire to pro\ ide against the 
foreseen and unforeseen requirements of the furture— which promotes 
savingt Similarly, an ambition to raise the standard of life and 
power of onese!f‘and one's children is a strong incentive to saving and 
growth of capital. 

Unfortunately in India the mass of the people with paltry 
incomes and low standard of living possess neither the power nor the 
will to save* Foresight and ambition are both of them largely absent, 
■and saving is rarely undertaken. Among the upper middle and richer 
classes, however, the power to sav" -’nd the rvill to save arising from 
a love of family improvement are Mroiig and capital is growing among 
this class quite rapidly Among the zemindars, however thrift is 
seldom practised, due to an assured recurring income. ^ Here it may bo 
noted that emphasis by some parties on nationalisation of industries, 
confiscation of property and even fmnitation of dn idends is tending to 
discourage saving — 

The opportunities of Investment at attractive returns is another 
‘factor which promotes both the \ il! and the poaer to save. Thus the 
comparative lack of banking facili'ies arrested growth of joint stock 
enterprise, and absence of stock p\changes and financial houses in 
Indiia in the past have tended to retard the growth of capital, while 
their presence on an organised and extensive scale in the western 
countries has promoted large accumiiiations. 

As a matter of fact, the absenre of blinking facilities and the 
failure of some banks and compruues run by inefficient or dis* 
honest men have all combined to “lustain and revive the hoarding 
habit in India which means that much of the capital resources of the 
country remains dormant and is practically non-existent so far as 
capital IS considered an effective in--liument of production. 

Insurance Companies— 'life — fire as well as accident also promote 
lavmg and the growth of capital. Such Companies in a way educate 
ind induce people to save and acumuKle vast Sums which they utilise 
lirectly or indirectly in financing industry and trade The growth of 
nsurance business m recent years has been of great help in increasing 
lapital in India, but the pity is that a part ,of our savings goes to 
oreign countries m the shape of the profits of foreign concerns. 
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The classification of Capital 

Capital goods have been classified fro n several points of view» 
From the point of view of duration all forms of capital may be 
divided into two classes (1) Fixed or siuik capital, which includes 
buildings, machinery and other durable equipment that renders repeated 
services from year to year over a length of time in producing wealths 
Railway lines, engines, station buildings, canals etc are all examples 
of fixed capital For providings such capital usually large funds are 
required at the start of a concern and they become locked up for a 
long period. They are therefore provided either by the owners 
themselves or borrowed for long terms from industrial banks or against 
issue of debenture bonds. Fixed capital needs constant repairs and it 
has to be renewedvor replaced from time to time as it gets completely 
worn out or rendered obsolete through invention of better types. It is 
also subject to depreciation through “wear and tear , in a way its value 
IS contantly passing into the value of the goods it helps to produce 
until its entire value disappears. (2) Ctrculatin& or fioatiiig Capital 
denotes the other forms of capital which serve only once and the 
whole of whose value passes into the value of the finished goods in 
one round. Such is the case with raw materials including fuel and* 
other sources of power, semi finished goods and wages. Such capital 
goods can be provided out of short term loans, which can be repaid 
as soon as the finished goods have been sold. The proportion of 
fixed capital required in a factory or Railway company is much larger 
than in a trading concern 

Capital has also been classified into specialised and free 
capital according to the number of uses to which it can be put 
Thus fl) Specialised capital denotes those forms which can be 
serviceable only in one particular process such as spinning frames 
and looms in a cotton manufacturing factory. They can only be 
used for spinning of yarn and weaving of cloth , if for any reason 
they are not required for these purposes they become valueless 
except as scrap (2) Free capital, on the other hand, includes those 
forms which can be put to more than one purpose or use such as 
fuel and even boilers and engines of a cotton factory These can 
verj well be used for driving jute manufacturing machinery or for 
grinding wheat into flour if they are no longer required for moving 



( 59 ) 


spinning frames and looms* Money, of course is the free most of alll 
capital. , With the growth of division of labour and use of specialized 
r.‘ machinery the proportion of specialized capital has tended to grovr 
‘"(until we now have many huge, complicated aud very costly 
machines that serve a very minute part of the productive process, 

I and become entirely useless if the process they serve is rendered 
unnecessary through invention The real significance of this classifica* 
f tion lies in the fact that specialized capital is entirely immobile as 
^ regards Its use while free capital can move freely from less to more 
'profitable lines of production Thus sometimes specialized capital 
may yield no refurn whatsoever , free capital will not tolerate such* 
a position. 

Another way of classifying capital is according to its direct or 
indirect aid in’ production. Thus (1) Production Capital denoting' 
) machinery, buildings and raw materials is h^pful in production 
'more directly than (2) Consumption Capital like food and clotb 
’^used by labourers for their maintenance during the period they are- 
pngaged in working upon the materials In the latter case the- 
relation may not appear to be so direct but it is not less important- 
Terms Auxiliary Capital and Remuneratory Capital may also be 
applied to these two classes in so far as the formier aids the labourers 
to produce while the latter is used to remunerate them. 

Mobility of Capital means its movement frora> those places 
and occupations where it yields lower rate of interest to those where 
such rate is higher Such mobility is profitable both to the 
individual owner and to the community in so far as the former’s 
income is increased and the latter benefits through greater productive- 
ness of capital brought about by such movement* For, unless its 
productiveness is greater in the new place or occupation higher rate- 
will not be paid. Such movement of capital brings about a proper 
adjustment in the supply of capital as between different regions andi 
industries and it also tends to equalize the rates of interest 
prevailing in them. 

The mobility of capital is obstructed by certain factors, one oF 
which is that specialised capital cannot move from one process to 
another, e g a typewriting machine cannot be used to spin jam- 
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j^gain ^a;cd‘ capital in the shape of buildings cannot be moved to 
-another place , even the movement of machines is very costly 

However, there is little difficulty in the mobility of free and 
ctrculalitjg capital, and money being the most fluid form of capital 
•can and does move very freely even from one country to another. 
This IS particularly the case with ‘short term funds' transferred 
Tietween important monetary centres like London and New \orli 
through bank drafts and telegraphic transfers at a nominal cost* 
"Mobility of capital has been greatly facilitated by the development 
-of banking, quick means of communication and organised money 
and foreign exchange markets. The recent establishment of the 
International Monetary Fund and the Internationa! Bank for 
Reconstruction and Development are bound to increase this mobility 
by facilitating international bortowing and minimising exchange 
■fluctuations. 

It may also be noted that mobility of capital is freer than 
•that of labour. Capital has not to contend vuth the difficulties 
' involved m the change of occupation and place by labourers such 
•as persona! prejudices, love of home, differences in language and 
•climate and the high cost of moving a whole family This is why 
differences in wages are much wider between one region oi 
occupation and another than in the rates of interest 

Relation between Capital and labour. 

Capital and labour are very closely allied In fact, capita 
IS, as we have seen, the result of past labour. And it directly and 
most obviously increases labour’s capacity to produce wealth , sc 
that the more capital is put at the disposal of labour the more good: 
can such labour produce Again, witb an increase in capital ii 
■the hands of employers, their demand for labour must increasi 
and with it must rise the rate of wages they are prepared to pay to ■thi 
labourers. Capital thus cooperates with labour and improves no 
only the latter’s productive capacity but also its rate of remuneration 
Naturally the relation between capital and labour ought to promot 
larmony jather than conflict It is increase in the labour fore 
that really goes against the .interests of labour in so far as competitio: 
among labourers for employment increases and wages tend to com 
"down* This shows how increase in cooperattug factors is helpft 
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to a class or group while that in competing factors is harmful to lU 
And labourer^ught therefore to welcome increase in capital. 

Unfortunately we sec these ‘days more of coniUct between 
capita! and labour than of harmony.' This arises from tw’o 
causes (1) Some kinds of capital do compete with labour 
The forms of capital which are labour sai, mg displace labour, 
increase unemployment and may eien bring down wages* However, 
such effects of machinery are only temporary, and labourer’^ hostility 
to the introduction of machinery is short-sighted (2) Secondly 
though capital is only embodied labour, its ownership is in the hands 
of a separate set of people called capitalists, whose profits swell as 
wages become lower and decrease if wages are higher. This is the point 
of real conflict and c\plains the root cause of the class war and the 
strikes and lockouts to which It gives rise. However, these strikes 
and lockouts arc injurious to the interests of both capitalists and 
labourers , the former's profits and the latter's wage earnings are 
reduced and the community as a whole also suffers from cessation of 
production Scarcity of goods caused bj these conflicts raises prices 
and increases the cost of living of the labourers as well as others. 
This IS Borne out very cle.irlj b> the post-war industrial situation iii 
India as well as m other countries 

Low wages reduce worker's efficiency and cannot be conducive 
to the !oDg*term interests of the employers , and high profits must 
improve the lot of the workers to the extent that they increase capital 
and widen the field of employment of, and demand for, labour* 
Enlightened self.mterest therefore lies m the two co-operating with 
each other. This is being realized by an increasing number of 
employers w'ho are providing better wages and amenities to their 
employees* while enlightened labour leaders are trying to appreciate 
the view point of the employers. The state m its turn is promoting 
harmony through the provision of machinery for conciliation and arbi- 
tration. Unfortunately, the militant type of labour leader wants to 
eliminate the employer altogether and is interested not in harmony but 
m bloody conflict. It mayi however, be noted that even they are 
opposed not to capital but to the capitalists* 

This conflict is of recent origin. So long as labour owns capital as 
under domestic or cottage system of industry the interests do not con- 
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iflicU It IS only under the factory system that there is complete separa 
ition of ownership of capitaland labour. Apart from complete elimination 
of capitalists as under communistic economy there are other ways of 
harmonizing the interests of labour and capital such as co partnership 
and profit sharing schemes They are better than communism in so 
far as they do not kill the incentive to save and create capital and at/ 
•the same time better the lot of the workers by giving them a share in 
profits and even in management. ' * 



CHAPTER IX 


'Organisation and the Organiser. 

The terra organisation denotes the work of bunging together and 
directing the s necessary factors of production of a productive unit in 
a proper manner and bearing the risk of failure to make the unit 
profitable. * In the early stages of economic life the person or persons 
■who supplied labour were also the organisers The nomad hunted 
in the jungles with the help of his crude weapons which constituted 
his capital. He used his own labour as well as judgment in all his 
operations and bore the risks not only of failure but also of death at 
the hands of wild animals. Here however organisation in the 
technical sense formed an insignificant part of the productive process. 
"With the advancement in the industrial arts and the rise of the 
factory system organisation has become a distinct factor of great 
importance. The various factors of production are usually provided 
in a factory by separate groups of persons through the instrument* 
ality of the organiser. The work of running a factory has become 
-so complicated that great ability is needed in organising it success 
fully. 

This IS why organisation is now treated as a separate factor of 
production even though it is in reality only a special kind of labour. 
The person who provides this service of organising a business 
IS called the organiser. He has been called "The captain of 
industry” who does in the economic sphere what army captains 
or rather generals do in the fields of battle. Organisers of pro- 
ductive enterprises must therefore be persons possessed of 
really high grade ability in their respective spheres. In factorifes 
and mills owned by companies the organisers are the directors and 
managers, though of course the risks are borne by the shareholders 
along with the directors. Who also happen to be shareholders. 
The services an organiser ^ renders in production are broadly 
two (H the organisation and the direction of the business and (2)'the 
bearing of the risks involved in it This second function is some- 
times denoted by a special term called ‘enterprise’ 
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The detailed functions of an organiser may ' be described a? 
follows "** 

(1) Promoiton of an enterprtsc- The organiser or enterpreneur 
as he IS sometimes called discovers a ‘proposition’, that is, finds 
out the possibilities of a profitable business and estimates the amount 
of capital needed to start it He then raises the necessary capital 
either from his own private resources or secures it from other persons 
by forming a partnership or a joint stock company. (2) Equtpnenl 
and staffing of the business- Having secured the necessary capital 
he chooses a suitable site for the factory or shop, erei ts the necessary- 
buildings, equips them with the right type of machinery and 
engages the various kinds of managerial staff and skilled and> 
unskilled workers all of nght type and in appropriate proportions* 
( 3 ) Purchase of raw materials and marketing of finished products-- 
In this, as m fact in others, he has to exercise great care and fore 
sight, always trying to secure all possible economies in the costs of 
his purchasing and selling establishments. (4) Planning of the 
processes of production on the most economical lines, introducing 
division of labour and scientific management so as to eliminate waste 
and reduce the costs of production to the lowest possible level (S) 
Remunerating the other factors He has to find the money for pay- 
ing rent, wages, and interest according to the rates agreed upon and 
receiving as his own remuneration as profit what is left out of the 
‘net product’ If he is unable to sell the produce he may have to- 
borrow funds for meeting the demands of his labourers and creditors. 
And in these days of strong trade Unions he has to placate labour 
by increase in wages, reduction of working hours, granting of 
bonuses in cash and kind and yet to maintain profit. (6) Bearing: 
of the risks- If profits are large he gets the whole of them, 
but if the business results in loss for any reason he has to bear 
the whole loss. For this reason he has to be very alert in his opera- 
tions and particularly m watching the market trends Not only 
should materials be purchased at the place and time where they are 
cheapest but the finished goods must also be sold in the dearest 
market. Most of all he has to watch the changes in customer’s 
fashions and tastes and to be constantly on the lookout for introdu 
cing the most uptodate machinery and methods of production so as to 
be able to face competition of his rivals. 
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The element of risk-bearing in busihess enterprise is of great im- 
portance. There are certain risks such as losses caused by fire and 
heft and those involved in the transit of goods over railways and 
ihips. These can now be insured against at a small premium, which 
brms a necessary part of the cost of production, and these facilities 
ire available "to all organisers But there are other risks termed 
lusitiess risks, which have greatly increased due to the expansion m 
he scale of production and size of markets coupled with the system 
pi oduciton tn aniictpatioii oj demand, so th&t between the time 
he process of production is initiated and the goods are read^ for the 
narket the prices may go down substantially below^ those anticipated 
It the start or sometimes the demand as a whole may altogether 
hsappear through change of fashion. Again continued invention of 
mproved machinery and discovery of more economical processes of 
irodiiction are constantly rendering existing capital equipment obsor 
ete while alternative sources of supply at lower costs are ever 
nakmg their appearance Under these circumstances the organiser 
if a modern business has to ^be a man of great initiative, ability 
ind enterprise. , 

The Problems of organisational efficiency. 

Apart trom the efficiency of the different factors of productio-n 
Deluding that of the organiser himself, there are a number of factors 
vhich have a bearing on the productive efficiency of the business 
mterpnse as a whole. The chief ingredient of this efficiency lies in 
he reduction of costs of production to the minimum. Any factor that 
ninimises waste and secures economy in costs is of importance not 
inly to the interests of the factors of production who are able to with- 
itand competition and to increase their rewards but also to the 
nterests of the community as a whole, in so far as reduction in costs 
eads inevitably to the lowering of price and benefits the consumers. 
These factors, governing organisational efficiency of productn e estab 
ishrnents, may be grouped under the following heads — 

(1) The Division of labour and its different phases 

(2) The Scale of the productive unit. 

(3) Principles of Substitution, 

Rationalisation and Planning 

(4) The Form of enterpnze 
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(1) The Division of Labour 

1 h** (luKioi) of labour drnutc*- dinMou of n rivr,i p ert c( -v orf 
inio a numbir of '•malltr tn'k«5 uul O'; iRniuR rath tn^I to a jnriiriilar 
uutiMdual ^vof!.tr or i croup of r nrUcr*--. Tor rxainpl-. prcpimlton 
of ciotU oiu of (ottou K a pirte of v orl , tl)r v hole* of \ Inch may l>t 
carriid out b> one prr*;^). Bi t under diM'-ioii of t.ih )tir (>iramp, 
cardme, pjnniiu., wtavinc and finishing maj Pe done b> ddfeteni 
indivuiuaK. I bus there ts divoion of libour atnonc tiie nnle^ 
female'; and children of e\rn a primittte I tmily , an nac farner^i 
aveavei';, r irpemerb and barhei m a vdlare or rounlt^ , nmo ir tl r 
differtnt tjp'"; of worher'; "ueb a*" rpinncrb and t'ea* er'; in a facicy 
and anionc different trRion‘:or fOuntric<- pioin-inij ore or a fet 
1 md*; of t’ooda oatj. The important thuic ahai t tie <b l■•l-^ of 
labour !<; that each part of the v.bole ta''i ib or «-lic,ntd be t arr ed out 
by the ptr'^uti or proup mo't fitted to do n r.'ete ire three different 
pba'iL'; of the cli\ ibion of labour 

(!) Dntstoi: tiito coiiif'Ute proc< isrs or orcirf’Ofiors riich a*; 
spinmnc, \ eatinc, ihoi maVinp, oil pre'^'iiPCt each tuu^fc beinf! 
avbolK earned out b\ a btp'rate mdi% idin! or Rtoup c died •‘pinner^, 
weavers, shoe mahers and od prcvseri 

(2) Further rfn iiion info n /nrci. ittiminr of tttcoitsphic firoces 
scs of a sitiRlc proccis Id e spinniiiR m a modern spintiinc null and 
each mmuic process hemp carried out by a <;cparatc inaebtne tended 
by a separate wotl er 

(3 Geographical or iimiorial 'int’noii of labour, also trrmtd 
localisation of industries, dcnotuiR pro luclion or manufacture of n 
particular commodity in one rcRionor localitv liius Bcnpal produces 
and manufactures mainh jute, the United Provinces and Bihar 
specialise m the Rrowinc of cane and manufacture of snpnr, while 
Swit7erland manufactures watches and electrical poods* 

Advantages of the division of labour. 

Division of labour secures m nycconoroic It inert ases the quality 
and improves tilt qnaluj of tht output an 1 of course reduces the 
cost of production and prices of poods to the consumers and raises 
the workers’ tfictenty and wages. It does this by makmp it possible 
(l J to put each person or uorLer tit the ncht place, uc, to assign 


’o him the part of the task for which he is most fitted Without this 
ach person will have to perform each part or process and this will lead 
3 waste of energy or skill. For example, a person expert in weaving 
Jill have also to gin and spin cotton or an accountant may have to 
espatch letters in an office Or again a strongly built labourer will 
lave to wind yarn which can be easily done by a small child. In the 
irst case it is waste of skill , in ihe latter case it is waste of energy 
n both cases costs increase as a more highly paid person does what 
an be done by a lower paid worker. (2) to increase the skill of each 
'worker. By repeating the same email process over and o\er again 
ach worker becomes an expert able to perform his task better and 
uicker and to produce more goods of better quality (3) to save time 
ltd tools by each worker continuing the same process with the same 
ool throughout the working hours Without ihe division of labour 
hanging from one prpeess to another wastes time and reduces output, 
jhile the tools that remain idle mean so much more investment of 
apital for a given output and loss due to interest and depreciation 
^ such capital. This is particularly significant in the case of 
[lachinery which costs much and depreciates through obsolescence. 
i) to employ machinery driven by pou'er< This increases the output 
er worker pels day many times and reduces the cost of production 
ery much even taking into account interest and depreciation charges 
nd expenses on coal or other sources of power (5) Division of 
tbour has also encouraged invention and employment of machinery, 
a so far as division of a task into simple processes makes it possible 

0 devise suitable machinery. 

.Imitaffons of the division of labour, 

« 

The extent to which division of labour can be carried in a region 
r occupation is governed by these factors, (1) The extent of the 
laiTcei- If the demand for the products is small there is not much 
tope for the division of labour Thus the village carpenter not only 
hakes and repairs ploughs, carts, doors and charpais but also does all 
fiat the blacksmiths do in the cities. On the other hand carts, doors and 
hrniture are' made by quite distinct groups of carpenters in the cities, 
his IS because no village carpenter can remain fully employed if he did 
tily one kind of job {2) The continuity of the piocess pet formed a 
>orkei Weaving can be carried on throughout the jear but not sowing 

1 reaping of wheat and most other agricultural operations which are 
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seitional and of a \pry Miort duration- Thus agncuUure Ins litl 
scope for the division of labour (3) Variety of wants and deman 
The smaller the number of wants and hinds of Roods required ir 
community or region the smaller is the number of occupations win 
can be carried on by its people. Thus in a primitive comn unit> tin 
IS little scope for the division of labour 

The division of labour has some disadvantancs such as inter 
dependence of the people and the rpsulting difficulties experienced b> 
all when work on one of the processes is stopped for anj reason 
Thus if spinners strike work carders, weavers and djers are forced to 
become idle. Minute sub oiviston of labour in factories and speciahs 
ation by localities have their o vn diltwbacks, which will be seen 
presently. ^ 

/ 

Minute division of labour and the use of machinery 

One of the effects of the division of labour has been invention 
and use of machinery A machine is distinguished from a tool by tlid ’ 
fact of the latter being wielded by human hand while the former is ' 
driven by power, say, steam or electricity. Use of machinery has - 
secured a number of advantages in production. (1) Being driven by '“'i 
mechanical power it not only relieves strain on human miwcles but J 
also increases many times the output per head per hour 12) It call' ■' 
for and increases intelligence of the worker and at the same time 
makes it easier for him to learn a process reduced as it is to the '' 
simplest form thus reducing the period of training (3) Again, the very 
simplicity of each process performed by all machines makes it easy 
for a labourer to change his occupation, This increased mobility of ' 
labour results in easy adjustment of labour supply and increases* 
efBciency. (4) Monotonous repeating of the same movement of hand 
and muscle over and over again is taken up by the machine and the ^ 
worker is reliev'ed of such monotony (5) It enables the employment , 
of physically weak labourers, and also women and children and thus' , 
increases both the productive power and earnings of a family (6) Its 
work IS not only quicker but also more regular and accurate, putting out 
goods of absolutely uniform size and shape This standardisation or 
. uniformity facilitates replacement of machine parts and extends markets . ' 
for goods as well as machines, whose repair becomes so easy (7) On 
the whole machinery increases efficiency and wages of labour and 
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Localisation of industries arises from certain definite economic 
adsantages, which ha\e been termed b> Marshall 'external econo- 
Hues’ of large scale production They accrue from concentration of 
a number of productive units engaged in the same industry in one 
place or region unlike ‘internal economies* v hich are due to the large 
ness of a single unit. These economies or advantages v/hich give nsft 
to localisation are ” — 

(l) Afl/iiraf Frtciors such as fa) nearness of raw material or 
source of poitert particular!) when these are bulkv and the cost of 
transport is relatively high Thus v/ith the emergence of the factory 
system using pov er driven machinery many industries have tended to 
concentrate near coal mines. Examples are Lancashire cotton manu 
factures and v oollen factories in Yorkshire Where rav material is 
more bulk) than coal in relation to value such as sugarcane the industry 
finds It mo e economical to be near ‘:ources of rav material and to 
obtain coal from a distance Thus =ugar factories in Inoia are found in 
all sugarcane growing provinces even though the; are far anaj froni 
coal mines* tVhere both fuel and rav* material are bulk) as is the 
caee with coal and iron ore, the industry gets localiseo v here both are 
found in proMmitv, e g , the Indian Iron and Steel Industry in Bihar 
Before the introduct on of the steam engine industr) tended to be 
located near v aterfalis v/hich provided cheap power. Water-power 
IS nowada)S converted into hydrcrelectric energ), v hich can be spread 
over a wider area and the result is aiffusion of industr) throughout 
such area (oj availability of cheap transport facilities such as sea, 
lake or navigable rivers through which bulky fuel or rav materials can 
be cneaply transported. Thus Bomba) used to obtain coal for its 
cotton ndustr) quite easily from England and South Africa Such 
facilities of transport make easil) accessible not only the sources of 
power and raw material but also the market for finished goods. 
Though rail W)s are not a natural factor the) provide similar special 
facilities to certain localities and cause localisation of particular 
industries. Tnus Kanpur has a good access to coal as well as cotton 
and bides through the railw'ays and has become an important centre 
for both cotton ana leather industries (c) Suitability of climate is- 
another natural factor that favours localisation Thus the moist 
cfimates of Bomba) and Lancashire attracted cotton spinning before 
artificial method*; of humiaification were evolved 
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(2) PoltUcal and social factors such as (a) Good market 

pro\ ided by the Kings and nobility in a Capital City like Agra in 
olden times for such products as carpets and stoneware, (b) Special 
encouragement by the state in the shape of subsidies, bounties and 
protectn e tarjff extended to an industry. Such state aid reinforces 
the meagre advantages enjoyed by a locality* Thus Napoleon encour- 
aged beet sugar industry in the Continent of Europe India’s sugar 
industiy iiselt has grown by leaps and bounds since protection was 
granted by the Government in 1932 (c) Special aptitude of the 

people, sometimes natural but very often acquired through experience 
Thus we have the examples of Benares weavers and Italian painters* 

(3) Rlowcntum oj an early starts Sometimes there is no 
ostensible cause of localisation of an industry disermble in a place 
except that some pioneer possessed of vision and adventure started it 
without any special facilities Once started certain favourable condi- 
tions appear and it then becomes both easier and more economical 
for other units to be located there than elsewhere, Thus Benares 
silk weaving and Moradabad brassware industries may be largely' 
based on this factor of an early start, as also perhaps the Cotton 
manufactures at Beavvar m Ajmer-Merwara. 

Persistence of localisation 

Once an industry becomes localised in a place or region many 
favourable conditions, as stated earlier, appear and reinforce the 
■nitial advantages of localisation, such as (a) availability of specia- 
lized skill All workers Knowing the trade tend to flock to the 
centre where there is demand for their skill (b) growth of subsidiary 
industries and {rades, meeting the needs of the localized industry, e g , 
agencies supplying raw and packing materials, machinery and its 
Spare parts, repairing shops, distributive middlemen, ‘finishing’ 
trades, transport services, all of which feed and are fed by the loca- 
lized industry, (c) Knowledge of the technique of manufacture and 
handling of the goods itself becomes localized while research and 
experiment are facilitated by both competition and cooperation among 
rival units, (d) Reputation or goodwill acquired by the locality itself 
- becomes a strong factor in course of time (e) Protection and state 
aid in other forms mky sometimes be extended after the industry has 
been started so as to sustain it against rivals. 
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Factors tending to favour decentralisation of industry 

Certain conditions have receniK appeared which strongly coun- 
teract locahiation* (a) Thus the emergence of cheap hydro-electric 
energy dt'tnbuted over hundreds of miles through over-head wires 
secures to the small workshop many of the advantages enjoyed by 
big factories Concrete examples of this may be seen tn the innu- 
merable gram grinding rnills and other small workshops tn any big 
city served by electric supply plant and in the wide rural area extend* 
ing o\er many districts served by the U P Hydro electric scheme* 

(b) Then ihere is considerable saving in the costs of transporting raw 
material fiom the producing areas to the factory and finished goods 
from the factory to the consuming centres (c) Danger of wholesale 
destruction of a concentrated industry through bombing has recently 
appeared and decentralisation is being advocated and even praciised 
in=pue of Its economic disadvantages Movement towards regionali- 
sation o) industries has been dictated partly by this fear and partly 
perhaps by local or provincial patriotism. Transport bottlenechs, 
denoting pressure on railways, steams hips and motor truck services, , 
will also favour decentralisation. 

The scale of the productive unit. 

It is a matter of common knowledge and experience ihfi the 
larger the quantity of goods or services produced or handled by an 
indusvitai, trading or transporting establishment the lower is the cost 
of producing each unit of output This is due to a number of economies 
secured by a large scale enterprise. These economies of large scale 
production may be grouped under two beads. 

(4) Internal economies are those which arise within an indus- 
trial unit, depending on its size They ate (i) Econorny of skill made 
possible by the greater scope for the division of labour. The larger 
is tbe establishment the greater is the possibility of putting each 
worker or group to the smallest job or part of a process in which he 
IS an expert fii) Economies resulting from employing high grade 
managing ability and costly specialized machinery, for which there 
will not be enough work in a small establishment This also means 
economy m power or fuel consumption. A large boiler consumes less . 

e! per horse power produced than a smaller one (in) Economies of 
buying and transporting raw materials in bulk Lower prices and 
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transport charges are usually quoted by suppliers and earners for 
larger quantuies than for smaller ones (iv) Economies resulting 
from utilizing byproducts and providing subsidiary services, who^e 
•quantity is large enough in a big establishment to be undertaken econo- 
\ mically Thus a big sugar mill uses its own trucks for trarsportmg 
materials and may turn its by product, molasses, into power alcohol, 
thereby securing to itself the profits of an outside transporting agency 
and the power-alcohol plant, (v) Saving in costs of marketing. The 
■cost of adveiticing, transporting and distribution per unit of 
product grows smaller as the quantity handled becomes larger 
tvi) Then there is greater scope for employing relatively large 
amounts of capital over research and evperiment and evolving more 
•efficient and economical machines and processes of production in a big 
•establishment as the cost on such research per unit of output is 
■negligible. 

fB) External ccononiics, denoting advantages arising from loca- 
lisation of industries and not directly from the scale of a productive 
rmit, have been described under localisation of industries 

economies of Large-Scale management and combinations 

Economies of large scale production arise, it may be noted, from 
an increase in the size of a single productive unit — a factoiy or 
workshop or from concentration of a number of independent units m 
a particular locality. Certain additional economies result from bring- 
ing under one management two or more industrial units that have 
already attained the most economical size. Such economies mav be 
termed economies of large-scale management , it is these that h.ave 
led to various types of combinations in industry. 

I 

These combinations may be (al vertical such as bringing together 
lunder one management cotton ginning, pressing, spinning, weaving 
and dyeing factories or (b) horizontal, denoting several spinning or 
weaving mills combining together The combination itself may be of 
several types (l) mergci, the most thoiough going is one in which all 
'the combining units merge their indenlity into one gigantic company 
such as the Associated Cement company of India Ltd formed in 
1937. (2) Trust A looser form of combination is the Trust, in which 
the combining units or companies maintain their legal identity but 
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'secure unified control tlitoufh central unmRcment hemp entru'‘teil 
to trustees clectetl b> sliardioliler*- of each unit. Tor all practical pur 
poses the conibininR factories or units heroine one for purcha'-e of 
materials and "^ak of goods Thr trirtification ba'’ been most 
practised m the United States of \'inrrira, the mo't lamon*' evample 
of uhicli IS I'lc Uiiitid St i.rs Steel Cotp^'ratioii. (3) Poot or 
Caiicl \ third lorni is tlie pod or ti tel mo»t!> tri' 1 in f»er 
man>« Here tne conibinmr' units rrnuiii fully indt si-iuirnt in the 
matter of mainpr'inenl md rarninc and distribiiiioii of P ofits, but 
agree to divide the total output or marl 1 1 among thcinsehrs on a 
certain basis \ vannnt o‘ tins form f )oint marl eting of the output 
of all the unit In a ronitnon concern foimel b\ 'hen 1 tins tne 
Cement MarKcnnr Company of India Ltd. h is hem formed by a 
number of Indian Cement companies to ■•fll the rrmmt pro Sliced In 
such companies at a uniform price 1 he output of all i> /'oofcif 
together for sale from v Inch this form of combination derive*- it name 
Sometimes the igreement k limitc 1 to charginp a uniform price by 
all the tinite. In all iho'-e varieties of pools a' v ell as m otiier forms 
of combination restriction of competition and mamicnance of price 
are common 

All form-, of iIrso industrial or business combinations secure in 
a greater or less degree a number of economies in costs and help to 
maintain or increase profits These economies may be emimerated as 
follov's *~ 

(1) Costs duo to competitive adverlisemenl ma\ be avoided. 
Bulb of the evpenditure on advertisement incurred by a roiicerii is on 
attracting a customer from other competitors This becomes unncces 
sary under pools, trusts and mergers. Moreover sucli costs on 
advertisement as are necessary to expand tlie common marl et are 
spread over a n uch larger output and are reduced to the niiiiirr'um 
per unit of output even tlioiigli they may be quite laigc absolutely 

(2) Cross-freights are saved. Instead of each unit sending 
its goods to every part of the country wide or even world wide mar 
Ket, the unified controlling agency allocates the output of each unit to 
the region of its own location. The costs on carriage of finished 
goods are thus greatly avoided Similar result follows when market 
IS divided by regions among different units without actually pooling 
the whole output for marketing b\ a centril agent y In the present 



BCa«"V 

'"' ““‘’’“L „‘“p«">» "“ o' “’"*1 r'.*’ °' 

output when ne . ^ vetV ^ produce a 

und a g^ut ,orrng the ac 

t pnces contmue ior ^ p.oces-- 

*'’ ^ o{ the thirties* economies secure ^.^lenats 

( course other eco ehmerV ^ud 

There are 0? cour of ma ,u udequ 

' ^ rh as ihose in P acquiring nap g^amhug c 

of nitegidt'Oti su ^^gearch an '^here 

esperinteut'tig of ,„,erest oductive " spec 

“errcopeo-"’"“0‘»’'" 

t«d ‘'■''' "'O''"”'"' JO the pb*’'”' 

_«vr y-nf* V,oT O^ 

o' ”0":'::: o.a« 

COUO'""'”*-' j,o,y. CofP*'"' j.p,oa»cl.o» 5,s som»* 

goes^ary an ores deadly * e to tune i owners t 

potvetW' [P,a\ o»W”' '"O^j cause '“sses « c„a 

p-^0'0" Tetr '\t ™u o' «^':. 

Tb«e '"o Ts<«s »/ -o'"l’‘'‘'“”’ the -hO»S o'°"° 

„t.o„i .>.« to *.»«• totepoboo 

j, there IS the teuiP described j^^eds of 

^“■’S tooa.entea. 0^^ „pa„es «et... 

. 'rss f *. bt. oo»P*«»^ 



C 76 ) 

given market leads to monopol> and the power it puts in the luutds 
of the combination to raise price and make exceptional profits This 
IS a great evil of the combination movement, which has been examin" 
ed in detail later * 

l-imttafions of large-scale producllon. 

Large scale production secures, as we have seen, large econo 
mies in costs. Yet it has its limitations. One such limitation arises 
from the extent of the market available for disposing of the output* 
Once the needs of the whole market have been met further expansion 
•of output IS not possible .4 gmrt where the market is limited for any 
xeason such as it is m the case of tailored garments the scale of p'odu 
ction IS essentially small Thirdly, the scope of using specialized 
skill and machinery itself is verv limned in certain lines of production 
To* example, agricultural processes are so varied and seasonal that 
the use of costly machinery is largely uneconomical except tinder 
■exceptional conditions Last but not the least there is the limitation 
of managing ability. Every concern, big or small, is ultimately 
•directed by some one person most gifted for the task. As the scale 
•of business expands he has to delegate more and more of bis responsi 
bihty and details of supervision to bis subordinates or associates until 
a stage IS reached at which his faculties cannot cope with further 
expansion It is this weakness of human talent which most probably 
explains the exis'ence of hundreds of competing units in jute, cotton, 
and sugar manufacture and in, say, coal mining. 

( 

The small scale production 

The limitations of large scale production and certain positive 
advantages enjoyed by the small unit, particularly in certain industries 
and trades, explain the persistence of small business units in the 
modern age of the big busines*^ They defy the big enterprise even as 
•the bullock cart defies the Railway and the motor truck in the 
■earn ige of goods over unmetalled roads and even over a part of the 
•most modernized highways 

The small enterprise has its own economies like the big one. 
■(l) Tne advantage of the master's attention to detail helps to avoid 
■certain wastes inherent in large busmens such as carelessness and 
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slackness of the employees in handling machines and materials. 
Again, because of this the work of the employees can be more easily- 
coordinated and quick decisions can be taken to meet the changes in 
conditions of demand J thus losses due to o\ erproduction or sudden 
stoppage of work can be avoided (2) Closer contact between the 
master and workers makes it possible to evoke interest of the latter 
in their work and to increase efficiency. Thus better attention can 
be given to promotions and rewards according to efficiency and to 
avoid strikes and lock outs so common among big concerns (sy 
Attention can be given to the tastes of the individual customers as in 
the case of tailoring and painting, and thus even though the cost of 
production is higher, the customer is willing to pay it. Similar is the 
case with products wanted for their artistic designs such as Benare& 
silkware. The machine made products cannot secure this and cannot 
therefore compete in such fields* f4) Greater suitability to busi- 
nesses whose markets are by their nature limited to a small area such 
as shops doing repairs or supplying provisions and perishable goods. 
(5) Appreciable saving in the costs of transport and distribution of 
goods among consumers of the limited area served by a small unit. 

Apart from these economies the small unit of production has 
certain decided social advantages such as independence of the workers,, 
their living in small groups in healthy open air surroundings as 
against being crowded in slums in big industrial centres and of course 
encouragement to artistic talent. It is these that Have appealed to 
leaders like Mahatma Gandhi, who have so strongly advocated the 
case of cottage industries. 

There are certain economic factors -vl^hich now favour the small 
business m holding ground in face of the big unit. Thus (1) Produc- 
tion and distribution of electrical energy, particularly hydro*electricity 
which IS so cheap, enables the small workshop to have the advantage 
of mechanical power and to reduce costs of production , this is so 
■well illustrated by the large number of small grinding mills scattered 
throughout a modern town (2) Growth of cooperation in buying 
materials, marketing the finished goods, improvement of methods of 
production and design of goods and m the establishment of ‘finishing’ 
trades secures to the small producers of a locality many of the econo- 
mies of their larger competitors , (3) Concentration of a number of 

I 
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■artisans in a city or locality such as siik weavers of Benares Durry 
•weavers of Agra and Brassware makers of Moradabad, bring nil the 
ndvantages of iocahsalion of industries or external economies as they 
are called, to the small producer , (4) The danger from enemv bombing 
during a war is also likely to favour the smnller unit in the future. 
After all the loss from destruction even though occasional is itself an 
Item of the cost of production over a long period of time 

The small scale tn agriculture 

SKi-ept in new countries where cultivable land is still pient ful 
and population so sparse ns to make wages exceptionally higii, agn 
'culture IS essentially a small scale industry This is due to the very 
hm ted scope for the use of specialized skill and machinery in ngricul* 
ture. Industrial processes are ail of a routine character and continuous 
those of agriculture— sowing, -watering, weeding and threshing~are 
different for each of the many crops grown on a farm and thev are 
seasonal If specialists and specialized machinery are employed, they 
will have to remain idle for a large part of the year and the costs per 
maund due to salaries and interest and depreciation of macmnery 
employed will prove uneconomical Again preparation of the ground 
and time of sowing, watering and reaping require careful attention by 
the experienced farmer They cannot be entrusted to the labourers 
and naturally one man cannot attend to very large farms. Nor can 
he supervise personally varied processes extending over thousands of 
acres Thousands of labourers engaged in routine and conti* 
nuous processes in a factory extending ovei a few acres can be easily 
supervised , thousands of acres employing a few hundred labourers 
are difficult to supervise* Thus limitation imposed by the master 
entrepreneur’s limited talent on the expansion m a productive unit 
appears sooner in agriculture than in industry or transport* Where, 
however, labour is scarce, land and capital plentiful as in new countries, 
large farms employing machinery prove relatively economical parti 
culariy due to specialisation in producing one or just a few crops by 
each farm e g wheat, cotton and maise in the U, S A. 

'The principle or Law of Substitution. 

This is a very fundamenia! principle of economic science and 
extends over the whole field of human activity* In the fewest words 
nt means making the best posstbJe or the »wst economical use oj any 
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king whose quantity at the disposal of art iitdnndualt group or 
:aiiuuumty is linttied> Thus it is applicable to iirne, energy, money, 
:omnioditie'-, soil, minerals or oilier resources Each of these things, 
jeing limited in quantity, tend or ought, to be put to the use which 
;eems mo«t profitable. And constant shifting of these resources from 
3ne use to the other, or what comes to the same thing, substitution 
3f the most profitable for the less profitable use, is resorted to by each 
individual or group according to its own lights. 

A consumer wants to get the maximum amount of satisfaction 
lut of his given money income and tries to spend on various commo 
hties and services be needs m the most judiv ions manner. If he finds 
ibat by spending an anna less on vegetables and more on sugar be 
aiil get more satisfaction he is sure to substitute sugar for tegetables 
The same is true of present and future needs soon as he finds 
hat a given part of his income will give more satisfaction m the 
luUiie than in the present he stops evpendnure and saves it for future 
jse The principle holds good in the use of a commodity as well as 
n the case of money. Thus if a person has 10 seers of cotton or 10 
bruckefuls of water at his disposal he will try to use it for various 
alternative purposes n the most economical manner. He will cons* 
tantly be thinUing of economising by using a little more of cotton in 
clothes and a little less in quilts , or, say, a little less water in bathing 
and a little more in washing unless of course water is so plentiful as to 
make economising entirely unneces'^ary 

The producer is faced by the same problem m his sphere of 
work. With a given amount of capital at his disposal he tries to distri- 
bute it over land) labour and capital in the most profitable manner. 
The same holds true again in putting to different uses the land, 
buildings, machinery, materials and labour force acquired by him and 
in regard to alternative processes of manufacture and marketing. He 
has to choose the most effective combination of the factors of produc 
tion the best use of each unit of these factors and of course the most 
economical of the alternative processes knot a to him Tins uece'^- 
sanij means constant endeavour to suostilute the more for tne less 
economical alternative so as to reduce cost and matimirc profit 

It may be noted that his oui'ay on any factor .vill tend to be 
extended to the point of the margin, that^ is, v nere ou Jay m morey 
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IS just balanced b> the money \alue of the output jielded by such 
outlay And again the producturily of each unit of outlay at the 
margin in every factor ought to be equal If 'his is not the case> 
withdrawing of resources from the less paying and their employment 
in the more paying lines will he profitable >-11 follov s that maximum 
profit IS secured when the marginal return to mone^ outlay on each^ 
factor IS equal This is known as the Law of Equi 7)targtual Utility, 
which IS a corollary of the principle of substitution and may be illus 
trated by the following table — 


IJuits of outlay 

Yield in 

units of satisfaction 
or output 


H 

B 

C 

1 

D 

E 

F 

1st 

10 

9 

8 

7 

6 

5 

2nd 

9 

8 

7 

6 

5 

4 

3rd 1 

8 

7 i 

1 

6 

' 5 

1 

4 

3 

4th 

7 

6 

5 

1 4 ^ 
1 ! 

3 

2 

5th 

6 

5 

4 

) 

^ 1 

2 

1 


In this table the first column shows the units of money income, 
say, annas spent over a number of commodities, say, food] clothe 
house room, tea, cinema and travel denoted by A, B, C, D, E and F, 
yielding differing units of satisfaction In the case of a producer the 
units of outlay may represent, say, Rs 1000 applied on various types 
of land, labour and capital, each unit yielding output in maunds In 
both cases we find the yield diminishing as we spend more units of 
income or capital on the same commodity or factor or on other less 
important commodities or fac'ors. This is based on the law of dimi 
nishmg utility in the case of a consumer and on the law of diminishing 
returns or productivity in the case of a producer The table makes 
It clear that maximum satisfaction or output is obtained when outlay 
of a given number of units is so arranged as to make the return at 
the margin equal m each case Thus if a person has, say, 6 annas to 
spend he must spend three annas on A, two annas on B and one 
anna on C to get maximum satisfaction, which is here 52 units. 
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Expenditure m any other manner will bring less than 52 units of 
satisfaction. It is, of course, evident that the marginal utility of 
income is equal in the first case — the marginal or last anna spent on 
A, B and C bringing a satisfaction of 8 units. We shall arrive at tbe 
same result if Rs. 6000 are to be applied in production on A| B and 
C or, say, land, labour and machinery, that is, the output will be 
maximum when three units or Rs 3000 are applied over land, two 
units over labour and one unit over Capital. 

Scientific Management. 

In their search for economy in production costs and increase of 
output pfer man per day industrial leaders have undertaken from time 
to time study of the productive processes in a most scientific manner 
and have evolvea many principles that have been of great benefit to 
production in its varied branches 

f 

Scientific Management jg one of such principles , rationalisation 
and economic planning are its extensions over wider fields. Scientific 
management may refer to one particular unit of production, say a 
cotton mill. Rationalisation is applying scientific economisation to 
the whole of an industry viz, all the cotton mills of a region or coun* 
try , economic planning is reorganisation of the whole of the economic 
life of a nation on most economic lines by rationalising all the rationa- 
lised industnes-mining, manufactures, agriculture and transport 

Scientific management consists in evolving by the management 
of the most efficient methods of doing every bit of the productive 
processes in a factory-methods that will eliminate all waste of effort, 
machinery and materials, increase the output per worker to the maxi- 
mum possible and reduce the cost of production per unit of output to 
the! minimum. A scientific study is made of (a) the minutest motions 
of a worker’s body, hand, feet and finger necessary in performing an 
industrial process, say, spinning, in all the alternative ways (b) the 
time taken and the fatigue caused by each alternative method. The 
best method of each process is then evolved (one that causes the least 
fatigue and takes the shortest possible time to perform the given task), 
standardised and adopted for continuous operation, neither the workers 
nor foremen being allowed any choice to vary the process. Thus the 
6 
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plannmB departmert ot the factorj decides in advance how and in what 
actual 'sequence each of the innumer.tble tasks i'^ to be pcrfo'med, how 
much output IS to be produced and in what time Material and machines 
are provided in appropriate place and manner and employees are given 
proper inducements to “lecure their cooperation in the drive for econo 
my in cost. There is not the lea-^l doubt vbout scientific management 
benefiting the workers and the consumers as well as the management 

Rationalization. 

Rationalization of industrj originated m Germany after the 
World War I. It consists in evolving and adopting methods of pro 
duction and organisation “designed to secure the minimum waste of 
either effort or ma’enal (or pov/er; They include the scientific orga 
nisation of labour, standardization of both material and products, 
simplification of processes, and improvement in systems of transport 
and marketing”. The objects are to increase output, improve con 
ditions of labour and reduce costs of production and prices* This is, 
of course, done by (l) reducing the variety of patterns of goods produced 
by the industry and the design, manufacture, use and replacement of 
standardized machine parts , (2) avoiding v aste of raw materials and 
power, ( 3 ) simplify ing the distribution of goods, avoiding unnecessary 
transport, burdensome financial charges and useless interposition of 
middlemen Rationalization is thus expected to “ secure to the com 
raunitj greater stability* and a higher standard in the conditions of 
life , to the consumer lower prices and goods more carefully adapted 
to genera! requirements , to the various classes of producers higher 
and steadier remuneraiion to be equit.iblj distributed among them*" 

As already indicated rationalization is au attempt to extend the 
principles of scientific iu<iiici^eiiicut to the whole of an industry Tor 
this purpose cooperation among all the units of an industry is neces 
sary and unified control is secured through some form of association 
or combination Banks and even the state extend assistance* Both 
are interested in the prosperiry of an industry*, the formfer as finan* 
ciers and the latter as guardians of the intigrests of emploj^SS, consu* 
mers Md employers as well Of course the state tries to protect the 
thfe interests of the workers and consumers by regulating wages and 
prices so as to prevent the evils of monopoly^ arising through ra 
tionalization 
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Attempts at rationalisation may be traced in India since 1936 
Imost all the cement companies then operating in India amalgama- 
d into the Associated Cement Co of India Ltd. Later as other 
sment Companies like the Dalmia Cement Co appeared they formed 
le Cement Marketing Co. so as to avoid wastes of competition and 
inecessary transport charges. Formation of the Indian Sugar Syndi- 
ite by all the United Provinces and Bihar Sugar Factories with 
jvernment blessings is another attempt to regulate output and avoid 
asteful methods of production and transport. The Governments of the 
P. and Bihar regulate wages, prices of sugarcane paid ,to the 
owers and the prices of sugar charged to the consumers During 
id since the end of the War the state has been trying in some way 
rationalize cotton industry among others by reducing va'ietv of 
oth to be produced so as to increase the output to meet scarcity 
idustry itself is represented on the Textile Control Commission so 
to scure its cooperation in reducing waste and nia' imiging 
itput 

linning. 

Planning denotes organization of the whole of the economic 
achinery of a nation on a rationalistic basic so as to make the best 
issible use of the country’s resources in land, labour and capital. It 
tends to all the industries, including mining, agriculture, forestry, 
nking, transport and distribution of goods. A central planning and 
renting machinery is set up, divided into convenient sections, to take 
Dck of all the resources available-hoth existing and potential-and the 
eds of the community considered essential 

Targets to be reached in the production of goods w each line- 
inerals, raw materials, food and manufacturs-are fixed and then 
30 ur, capital and materials are directed into the different industries 
cording to plans already drawn up, reducing the number of factories 
farms here and increasing them there. Under an unplanned or free 
onomy such flow is said to the baphazzand leading to plenty here 
d scarcity there and means much national waste. Under a national 
in this IS avoided. , 

Much interst and enthusiasm has been evinced in planning in 
dia recently both by private agencies like the Congress and public 
ithonties. And although comprehensive planning has not -yet been 
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possible due to paucity of statistical data and experience and to tb 
\asiness of the probletUi we alread\ find enough state initiatiiei 
projecting hydro electric, transport and cement and steel manufactur 
schemes under its own oisnership and management Direction c 
priiate enterprise is also in eiidence in the shape of control oier nei 
capital issues and licensing of new factories* 

Planned economy has endeni adianlages over the unplann? 
or free economy* The former, if properly planned and execute, 
avoids wastes of capital, labour and materials , reduce= ahe 
nating phenomena of over-production and under production leadir 
to occasional industrial, commercial and speculative boon' 
depressions and financial crises , reduced also distress and mi‘=erv i 
frequently caused by widespread unemployment resulting fro 
trade depressions , and of course harnesses all the available natut 
resources of the country, some of which are bound to remain une 
ploited by private enterprise when left to itself if only because pro 
pects of immediate profit are lachtng or capital cost is too heav 
There are, however, certain disadvantage, inherent in tliesjster 
The consumer’s choice is restricted and private initiative and ente 
prise discouraged by the ultimate decision of the varielj, qualitv ai 
quantity of goods to be produced resting with a central authorit 
And the consequences of wrong planning and failure of enterpnsi 
falls on the community as a whole and not on private individual' i 
companies as under free economy 

Planning and also execution of the schemes planned mav 1 
undertaken either by the state itself or it may be lefttopriva 
enterprise directed by the central authority* Thus in Communist 
Russia all planning is directly under the state In Germany at 
Italy under Fascist regimes and also in democratic countries durit 
the War there was much of planning of production to prepare for vw 
or to fight It successfully. In these countries most of the productii 
units remained under private ownership and management bi 
thoroughly under central state control as regards the kinds, qualitii 
and quantities of goods and services to be produced and distribute 
Some of the industries have of course remained directly under sta' 
management. 
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others — the customers — as in private enterprise. Each of these- 
forms has its own merits and drawbacks from the point of \ lew of 
efficiency and promotion of pubho welfare. 

All the three forms of pruate enterprise possess the advantage 
of strong motivation to reduce the costs to the lowest so as to witli^ 
stand competition from rivals and to make the largest posible profits. 
As all the profit accrues to the individual organiser or to the group of 
organisers, they work to the best of their abilitj, bending their physical 
and mental energies to the utmost The best machines, the most 
industrious and skilled workers and the best available processes and 
methods ef production, transport and marketing, are employed, and 
constant thought is devoted to secure economy here and avoid 
waste there. 

Among the three forms of private enterprise the single enter 
preneur has the advantage of taking the initiative and quick 
decisions unhampered by the need for consultation as in the case of a. 
partnership or sanction of the shareholders as in a joint-stock companj*- 
He has also the strongest motivation as every pie ef the profit accrues 
to him while every pie of the loss falls on him. In both partnerships 
and companies profits and losses are shared among a number of 
persons. Partnerships, howev'er, have the advantage of securing 
capital and business abilitj of a number of persons and are therefore 
more suited to bigger busmesses which require larger capital and 
involve greater risks, which a single individual may not be able to 
supply 

Joint-stock enterpnse, denoting companies consisting of a large 
number of shareholders registered under company law, are now a-days- 
very common, particularly in running big businesses, because they 
possess certain very definite advantages ov'er both individual and 
partnership organisations Important features which distinguish a 
company or corporation from an individual trader and palttnership and 
the economic advantages which accrue from them may be summa 
rised as follows — 

(1) Registration under the Company Law This necessitates 
filing by a company with the Registrar of joint stock companies at 
the very start (a) se\era.\ documents showing the amount of capital 


raised and the objects for which it has been formed and then (b) an- 
nually copies of balance sheet or financial statement of affairs and 
the register of members. A company thus has to disclose compul- 
sorily certain information which is made a\ailable to the shareholders 
and others interested in it on payment of a small fee and it has to 
work according to the provisions of the Company law designed to 
protect thf interests of its shareholders and creditors. 

(2) Limited Liability. Registration secures to the company the 
advantage of limited liability, which means that a shareholder's 
liability becomes limited to the value of the share or shares taken by 
him. Even if the company makes huge losses and fails the share- 
holder cannot be called upon to pay more than such value when as a 
sole trader or as a partner he has to satisfy the creditors of the concern 
to the last pie of his private estate. Thus both registration and 
limited liability encourage people to take up the risks of investment 
of their savings even though they have little control over manage- 
ment. This benefits both the shareholders and the community as a 
whole, the former getting remunerative employment for their idle 
savings and the latter the benefit of such savings in the shape of 
economical production by large establishments. 

(3) Shares «ud Debentures Requisite amount of Capital is 
attracted against several classes of securities carrying different degrees 
of risks and rewards so as to interest all classes of investors. Impor- 
tant types of securities issued by a company are — 

(a) Preference share* These are entitled to a fived rate of 
profit enjojing priority both in respect of annual profits and capital on 
liquidation. They have greater protection than other classes of shares 
and naturally they have no claim on profit^ howsoever large these may 
be bejond the relatively low rate fixed at the start. They are popular 
with cautious investors. 

(b) Ordinary shares are entitled to get all the distributable 
profit remaining after paying a fixed rate to the holders of preference 
shares and of course going without any profit if it is not enough or 
just enough to pay the fixed rate on preference shares. 

(c) Deferred shares. Some companies issue deferred or 
founders shares also. In that case ordinary shares are made entitled 
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' to a fixed rate, of course some what hipher than thit fixed on prefe- 
rence sharec, and the whole of the remaininR profit Roes to the holders 
of the deferred shares Thus these last carry the greatest risk, going 
without any profit for years in periods of bad trade and getting very 
fat dividends in prosperous years. Naturally they are liked by the 
most speculative type of investor 

Cd) Debentures Some companies try to attract capital from 
investors who will not purchase even preference shares by raising 
long-term loans against debentures or bonds promising to repay the 
capital after, say, ten or twenty years and a fixed rate of interest 
annually until retirement whether there is any profit made or not* 
Debenture holders are creditors of the company while the holders of 
the preference, ordinary and deferred shares, are proprietors As 
creditors the former are entitled to get their annual interest and the 
whole of the capital on liquidation before the latter can claim any 
thing. Naturally the fixed rate of interest payable on debentures is 
alv ays lower than the fixed rate of dividend payable on preference 
shares. 

(4) Transferability of shares Shares can easily be sold in the 
market. This enables a person to realize cash for his shares when 
necessary and to carry the risk only so long as he likes it 

(5) Perpetual life. Death, lunacy or bankruptcy of one or 
more shareholders does not affect the life of the company unlike 
partnerships which are automatically dissolved in such a case Thus 
the business of a company goes on uninteruptedly irrespective of 
changes m the personnel of the members or shareholders. 

The joint stock form of enterprise has made it possible for big i 
and nsky businesses to be taken up. The risks are spread over a 
large number of persons v/hile ownersnip and profits of enterprizes get 
widely diffused, promoting equality in the distribution of wealth The 
opportunities of profitable investment of savings, with strict limitation 
of risk to the value of shares held by each shareholder, encourages 
both saving and investment and increases the productive power of the 
community. It enables capable men v/ith real business talent to get 
together large amounts of capital and to find field for the employment 
of their creative powers to the benefit of the community as a whole. 
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But, of course, joint stock enterpnze has Us drawbacks Sepa- 
ration of ownership and control creates, on the one hand, opportunities 
for fraud and recklessness in taking risks by the directors and 
managers, and on the other, it hampers initiative and quick decision 
to the extent that salaried managers have to work under the control 
of a board that is not always in session, while the directors themselves 
have to obtain at least formal approval of their important decisions 
from general meetings of the shareholders that have to be called from 
time to time. 

STATE ENTERPRISE 

Public or state enterprise is represented by business undertakings 
like the important Indian Railways and the Post office, which are 
awned and managed by the State Recently the Reserve Bank of 
India has also been brought under state ownership and control, the 
process having been termed ‘nationalisation*’ There is now a-days 
jreat demand for nationalizing industries, including mining, banking 
ind transport This is due to certain disadvantages said to be 
nherint in private enterprise and certain positive merits possessed by 
public or state undertaking'. 

State enterprise has no doubt certain positive advantages, (l) 
The state is able to raise capital at a lower rate than a private con- 
:ern because of the greater confidence enjoyed by the state. (2) It 
:an also command managing ability and services of engineers and 
ivorkers at a lower salary because prestige and security attaching to 
itate service are greater and employees are prepared to serve a state 
loncern at lower salaries. Both these facts tend to lower the cost of 
iroduction. (3) Then there is the advantage of the prices charged for 
'oods'and services produced by a state undertaking and wages paid to 
imployees being more reasonable and benefiting the consumer and 
he worker. A state concern is not run primarily for profit earning 
IS IS the case with a private business (4) Anj profit that is made, 
ng or small, accrues to the oommunity as a whole. It forms part of 
lublid revenues and either reduces the tax burden or increases the 
ervices like education and medical aid available to the citizens. (5) And 
tate enterprise obviates the wastes resulting from competition among 
1 number of independent units and saves the consumers and workers 
rom the high prices and low wages prevailing under monopoly when 
'Ompeting units combine under a single management. 



But sntc enterprise is not without its drawbacks and Some 
economists consider these serious enouRh to limit it to certain speci- 
fied lines of production* (l) Lack of tutlialtto The absence of 
competition and the profit mouse makes the stale authority indifferent 
to initiating new schemes and improxing methods of production so as 
to increase efficiency The private enterpriser is, on the other hand 
always on the look out for undertaking new lines of production and to 
reduce costs so as to increase his own profits and to face his compc 
titors* (2) RecNessitess On the oiherhand, •■ome public authorities 
are in their enthusiasm apt to undertake schemes which are almost 
certain to end in failure. Inc burden of losses does not lall on the 
popular representatives or the state officials who start the concern 
but upon the tax payers, who are ultimately responsible for repayment 
of capital borrowed for the purpose and lost (3) I ttcffictcitcy and faulty 
nccoiiTifiiig Members of state authorities like municipal commillies 
are not elected for their business ability and are almost certain to 
prove inefficient in running an electricity supply undertaking a": com 
pared to the directors of a private company* Again such authorities 
have many schemes under their control and may sometimes charge 
expenses on rerttirs of track of a business concern like tramways to 
roads with a view to cover up losses due to inefficiency of manage*' 
ment No private concern can do this or run at a loss for any' length 
of time (4) Lastly, there is the great chance of party politics and 
corruption creeping into the running of a state undertaking* For 
example, state railways or banks may be made to favour interests of 
indiv iduals or groups related to or bribing the party in power A 
private undertaking being interested in profit will always serve 
whosoever pays the price or charge fixed by the management 

A method has been devised to avoid some of these disadvantages 
of state enterprise and that is to entrust management to an indepen* 
dent Board or Commission consisting of persons chosen for their 
business ability Thus the Indian State Railways are managed by 
the Kailv/ay Board, whose members are chosen from amongst success- 
ful engineers and managers of the different lines and left free to* 
initiate and run the Railways on business lines Yet, there always 
remains the chance of interference by political parties and the absence 
of that strong motivation to efficiency which is provided by the spur 
of profit Consequently it is generally agreed that state should rum 
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mer’s Cooperation , (2) Producer's Cooperation , and (3) Cooperate e- 
Credit* 

Consumers* or Distributive Cooperation.- 

A number of persons employed in a factory or living together in 
a mohalla or village may form a Consumer’s Cooperatue Societj or 
Store for purchasing the things they need such as food, cloth etc at 
wholesale rates and selling these to themselves at retail prices, thus 
eliminating the retail dealer and his profits. Capital for purchasing and 
stocking the goods is found by the members taking shares of the society 
and depositing their savings on which they get interest. Deposits 
are also accepted from non members and loans taken from cooperatue 
or ordinary commercial banks at usual rates of interest. In course 
of time reser\es are built up out of yearly profits, thereby reducing 
to the minimum the need for outside loans Management of the store 
IS honorary, provided by a managing committee elected annually by 
all the members, though detailed business of purchasing, selling and 
account keeping is entrusted to paid employees. 

Usually the goods are sold to the members for Cash at maiket 
pi tee , credit sales are prohibited to discourage unnecessary spending 
A good part of the profit (at least 25% m India) made each year is 
reser\ed or kept in the store itself , a part is utilized m paying a fixed 
rate of interest on share capital and the remainder distributed as 
purchase dividend, that is, according to the purchases made by each 
member during the year irrespective of the capital subscribed by 
him. Thus if a member, who has purchased goods worth Rs* lOO/*, 
gets Rs. 6/- as purchase dividend, another who has purchased 
Rs 1,000/” worth of goods will get Rs. 60/”. This is just to prevent 
the store becoming a capitalistic or profit hunting concern. For the 
same reason no one member is usually allowed to hold more than one* 
tenth or one fifth of the share capital and’ each member has one vote 
irrespecti\e of the number of shares he holds Almost all of these- 
pnnciples or rules are common to all forms of cooperation. 

Consumer’s cooperation originated in England in 1844 among^ 
'wea\ ers of Rochdale now famous as **Rochdale Pioneers ” It has 
since seen great expansion in that country and also in other countrIes^ 
including India. One most striking development has been the emer* 
gence of wholesale societies or federations of a number of local consu* 
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-net'^’ -torc'^, v,nich '•land in the- ante reln'io i to the v.hole‘'ale '•o'^ieiy 
n*. II duidual members to their local ‘^tore in rr'^pfct of ‘■hare eapnal, 
depo'sit',, mamrement, purcln'-es and driribiit'o i of profit*- Thus 
the wholesale society ha': far if irembers o' s’’areho!ders the local 
cooperate e '^^orc'■, t htch jnireha'e their rr ju remenp* ftmt the 
\ nolt'alc ‘'ocictv and recci e pun 5 i'* di itfend a-to'dinp to t! nr 
puT'lnr'. The delepatts 'ent bv earb ''f'te elect the ntanarmf; 
committee of the t ho’r-.ale ‘o.iett. A" the quantifv of pood- needed 
b\ all the indiMdnai nic nhcrs of all the fcderalnp lo''aI ‘ocieties or 
<tores increa'ec the vholc'ale ocietie*’ bf-etn to tindeitahe d rect 
Ti anufacliirci in'port nnd even tran'port of •■iich ROode* Tint ' the 
HrRii^h Whoiecate Society (C own< it’> ov n tea plan'atioaa 

in Ceylon, ooe'; much of its ov n banl irp hii''int •■ and import forein 
Eoods in Its own ships bc'-ide-- nianufaclutint; f-c-tatn poods in iiao« n 
factories Provincial federations of con'urrers' stores have abo bee ) 
formed in the United Provinces, Madras ind roaie of the o’hcr 
Provinces of India 

Consumer’s Cooperation possessfr many advantapes o.ertle 
pri ate retail shop as n source of supply of the roD‘umer ‘ needs 
(l) The most important is the elswinaftoit oj the tt'tddlciiiav^K prod/, 
avhicb accrues to th* consum»ts themselves in the shape of pur h mt 
dvidend Gradually, ns wc have seen, the profits of the ret til and 
V holesale dealer*-, and of the manufacturers and importers are abo 
anneved bv the Coasumer's society {Z) Quality of i} c rjou /v ruf/'o 
tes J he store helot ps to the customer*, themselves. Goods a- 
puruti iseJ {fotr others or produced directly for use of the rremb-is 
and not for profit by sde to others Tins is particularly irapariant 
in the case of goods like milk and ghee, in which adulteration is not 
easy to detect. (3) Cost of production and (} crefore pnee of the 
goods IS lowered As members’ custom is assured there is no need 
to provide costly packing or windov" dressing of tl e shop, which the 
private producer and shop keeper have to do to attract customers 
(4) As in other types of cooperation habits of thrift, self help and 
fellow feehng are encouraged and the spirit of rivalry, jealousy and 
copapetition is suppressed All this makes not only for economic 
p»3Sperity and independence but also for a better type of citisen, v ho 
as not only more prosperous hut also alive to his duties. 
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Concumer’s Cooperation has not been much of a success in 
fndia except in the Province of Madras audio some of the’ other 
Provinces during and since World War II. The chief reasons are 
a) Comparative indifference of the Provincial Cooperative Departments 
svhich have tended to concentrate on developing Cooperative credit 
:n the past at anj* rate ; (b) great variations in the incomes, status 
ind consumption requirements of the residents of cities and even 
villages. Some are meat eaters, others vegetarians , then there are 
rice and wheat eaters , (c) Little margin between wholesale and retail 
prices of food, cloth, ghee and other common needs of the people 
Competition among retailers with their low standard of living cuts 
the profit to the minimum and too little margin is left for purchase 
dividend and for the Consumer’s store to prove attractive , (4) There 
IS then the proverbial ignorance of the masses and lack of enthusiasm 
and unselfishness among the classes to carry the message and make 
success of the cooperative idea. 

However, the movement has succeeded among educated lower 
middle classes where they live m big groups and close 'together such 
as in big Railway and Telegraph Centres m Ajmer, Tundla and Agra* 
The local officets help by providing free office and store room, 
direction and management and facilities of collecting share money» 
deposits and arrears of dues through deduction from salary* 

Producer’s Ckioperation. 

Cooperation among producers has developed along two distmc* 
tive lines 

(a) Purchase or Supply societies and sale or marketmg socze- 
ites formed by a number of independent artisans such as weavers 
living in a particular locality With capital subscribed by the mem- 
bers, supplemented by their deposits and outside loansi raw materials 
and tools needed by the members are purchased at wholesale rates 
and supplied to the members at reasonable prices by the purchase or 
supply society* The sale society, on its part, undertakes marketmg of 
the products of the members on a cooperative basis. In both cases 
the profit of the middleman, who supplies materials or markets the 
products, IS eliminated Bo;th the functions may of course be combined 
■under a Purchase and Sale society, which may also undertake intro 
duction of better tools and methods of productionr new and more 
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artistic designs of products and finishing trades such as bleaching and! 
dying of cloth produced by naembers Thus, apart from thrift and 
spirit of mutual assistance inculcated by this form of cooperation, 
the incomes of the members are increased tn so many wa>s bj the 
elimination of the profits of middlemen bi improi mg quality and 
quantity of output of each member and by getting better prices for 
finished goods through cooperative finishing and marketing 

There are a number of weavers’ fiocieties in the United Provinces 
working on these Imesi particularly in Etavv ah, Benares and Sandila 
in Hardoi district. Federations ol local societies are also formed tcc 
coordinate their activities The Provincial Government of the United 
Provinces is extending assistance by providing (a) marketing facilities 
through the U P. Handicrafts Emporium, Lucknow, and its many 
branches and (b) technical education through a number of weav ing, 
leather working and carpentry schools run by the Department of 
Industries. Credit facilities to the local purchase and marketing 
societies and to their federation are extended by the cooperative 
central banks of the different districts 

{&) Cooperative production or worker’s societies is the other form 
of cooperation found among producers. In the previous type. i. e. 
the Purchase and Sale society, the members remain independent 
producers, the help of the society being available only in procuring 
materials and tools at reasonable prices and marketing of the product 
at advantageous terms* In a worker's society all the members join 
their labour and capital m a collective organisation, merging their 
separate entities into it, using borrowed capital where necessary , thus 
m a factory or workshop run on these lines the laboureis are themselves- 
the owners , managers and foremen are elected by them , the outside 
employer is eliminated and his profits accrue to the workers, usually 
distributed not according to capital subscribed but work put in and 
wages received during the year Workers areiboth wages earners and 
entrepreneurs, receiving wages and profits. 

This system of production has many adv antages and is on the 
face of it most attractive. (1) It eleminates the capitalist emploj er, 
his bossing over the workers and of course his ‘exploitation’. (2) It 
avoids the wastes due to careless handling of machinery and materials 
and increases efficiency of the workers in so far as the latter become 
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ersonally intere'^ted in economy in costs, increase of output and 
irofits. ( 3 ) Friction between employers and employees altogether 
isappears and with it vanish strikes and lock outs, cessation of pro* 
uction and loss to labour as well as consumers resulting therefrom. 
1) Both ownership and control of business passes to the workers, 
ringing in the fullest democracy in the economic field. In short, 
Doperative production or productive cooperation, whatever term is 
sed for the system, does away at once with all the evils of prnate 
ipitalistic enterprise and the weaknesses of state undertakings arising 
om absence of strong motivation to effort, economy and risk bearing. 

Unfortunately the system suffers from certain fatal drawbacks 
1 the field of large-scale business at any rate* (l) Firstly, the workers 
•e not able to command enough capital, costly machinery and highly 
iid managerial skill so necessary for successful running of a big 
ictory. (2) For the same reason they are not able to undertake huge 
sks inherent in large business. (3) Absence of discipline is another 
•eat drawback* The elected managers and foremen are apt to be 
dulgent towards their masters, and even if they show strictness 
ey are most likely to be disobeyed The manual labourers both 
died and unskilled-generally underrate the value of intellectual 
ork of the managers. Their own mental equipment is too low to be 
)le to provide wise direction and control of the elected executives* 

Thus it is that cooperative production has failed to make much 
ladway in any country in the field of large-scale manufacture. It 
IS, however, succeeded in certain lines of production where capital 
not so important as skill and reliability of the workers, e g gold- 
nithing In England there are found many workers’ societies en- 
iged in boot making, printing and a few other trades in which 
;pital requirements are not large and the consumers societies 
dp them with capital and custom In India such Societies are al* 
ost non existent, perhaps because of the absence of a strong con- 
imers’ movememt and the relative ignorance and poverty of the 
idian workers* 

gricultural Cooperation 

The needs of the agricultural and industrial producer are com- 
on in many respects. The farmer also stands to benefit from 
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supply of his needs for seed, manure and implements and mar* 
ketin? of his products on a cooperatne basis* Thus agricultural 
supply and sale societies are as necessary as their counterparts in the 
industrial field. The same holds true for cooperative credit examined 
in the next section And like the cooperative pioduction of atworkers’ 
society run as a collective organisation there is developing in agri* 
culture what is called cooperative or collective farming It is un 
necessary to describe in detail the organisation, functions and benefits 
of various types of agricultural cooperative societies, they are all 
similar to those of industrial cooperatives In fact, collective or 
cooperative farming, requiring less of specialized capital and managing 
ability than large scale cooperative production, is likely to be more 
successful than the latter has been ' 

Cooperative credit 

Both the artisan or the small industrialist and the farmer stand 
lu constant need of borrowing money to carry on their respective 
, operations. The sums they borrow are, however* too small and their 
credit too low for a modern bank to provide their credit needs* The 
costs of running even a small bank branch in a village will be too 
high apart from the high risks which cannot be borne by a commer- 
cial bank It is this which has long left the whole field of financing 
agriculturists and artisans to the money lender. 

Now the city money lender’s terms are not very much less 
harsh than those of the village money lender. Both of them have 
been universally condemned fay public opinion. Yet there are very 
solid economic reasons for the high rates of interest they charge. The 
sums lent being small the costs of lending, collection and account 
keeping per, say, Rs. lOO/* are large~much larger than similar costs 
of a commercial bank. And then there is the heavy risk of lending to 
a tenant farmer, whose crops are precarious and who has no tangible 
security to offer except his promise to repay There are many bad 
debts and much of the excessive interest charged is really insurance 
premium against the risk. There are other contributory causes* The 
demand for loans m the village is much greater than the funds of the 
local money lender or lenders available for lending. There is no 
agency to collect an 1 mobilize village savings, while the larger resour 
ces of the city banks and urban people cannot flow to the village , 
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“sn fact they cannot be made available even Id the city weavers or 
other artisans if only because of want of proper security 

The Cooperative Credit Society 

The cooperative credit society properly organized proves to be 
the ideal solution of this urgent problem of credit supply. It removes 
the basic economic causes of the •scarce supply of funds and the high 
Tates of interest Ten or more persons living in a village or city may 
form a society and get it registered under the Cooperative Societies 
Act of the Province All of them become jointly and severally res 
ponsible for the debts of the society ; their credit is thus pooled and 
becomes stronger than that of any single member. The funds are 
raised through admission fees and share capital subscribed by the 
members, these are put at a very low figure, say, Rs, 5/ and are 
made payble by instalments to enable the poorest person to become 
a member. The deposits are received from both members and non- 
members and a reasonable rate of interest paid on such deposits. 
JLoans are also taken from district or central cooperative banks loca 
* ted in the district town In the beginning such loans naturally form 
the bulk of the funds lent to the members. Because of the collective 
responsibility of all the members for the debts, local deposits and loans 
from central banks are obtained at a much lower rate than the 
•rate charged to individual borrowers The rate charged from borrow- 
ing members is higher than that paid on deposits and loans taken 
by the society. This means profits, which, instead of being distribu- 
ted, are usually allowed to accumulate as reserve and in course of 
time become large enough to reduce the amounts borrowed from out- 
side Loans are granted to members only and usually two or more 
of them are asked to sign the promissory note or bond so as to reduce 
the risk of default 

• 

Management is honorary provided by an elected panchayat or 
committee, though because of illiteracy of the members a paid secre 
tary to keep the records and accounts is employed by a number of 
contiguous societies and his salary shared among them. Loans are 
'made for short periods not exceeaing, say, two years for fa) Productive 
purposes such as purchase of seed, manure, implements and bullocks 
and for payment of rent and wages. (6) also for consumption needs, e g , 
for purchasing food, cloth and other requirements between the period 
t)f sowing and harvesting of crops They are collected with interest 
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when the harvest is readj-in full if the loan is small and by instal- 
ments spread over a number of harvests if the loan amount is larger 
and beyond the capacity of the borrower to repay in one lump sum- 
Arrears and defaults are discouraged by all good societies m the interest 
of the borrower himself as well as of the society- The society provides 
‘controlled credit’ as distinguished from indiscriminate credit extended 
by the money lender, who goes on lending so long as he feels his 
funds are secure- Facile credit, in the sense of credit easily obtain- 
able, proves to be an evil in itself, encouraging as it does extravagance 
and growth of indebtedness It is this which leads to a good percen- 
tage of out farmers being horn m debt , and of course most of them 
live and die m debt The society, on the other hand, will not lehd 
until the loan is really necessary and then sees to it that the borrowed 
money is utilised for the right purpose and repaid at the next harvest 
according to the terms of the loan. In this not only the Panchayat 
but all the members cooperate, because default by the borrower is 
against the interests of allj saddled as they all are with the bad debts 
of eachi In factj all the members thus become interested in each 
other's prosperity instead of in adversity as they usually are through 
mutual jealousies and animosities. 

The society not only extends adequate credit at reasonable rates ; 
It helps the members in many other ways to improve their economic 
status. It may decide their disputes and prevent litigation , it discoura 
ges extravagance and promotes thrift to some extent by compulsion and 
by providing deposit facilities , it tries to introduce batter breeds of 
cattle and improved crops, implements and methods of cultivation 
with part of its profits it may provide education, medical aid and 
sanitation , in short it prov es an engine of all round progress It 
helps to increase the incomes of its members and to reduce their 
expenditure on unnecessary items such as intoxicants and cere* 
monials 

It is able to reduce the rate of interest charged from members 
in the following manner. It reduces the risks of rural loans by 
strengthening the credit of the members through joint liability and 
‘controlled credit’, it increases the supply of loanable funds by an 
couraging both the iwyer and the will to sav e and by drawing upon 
city funds through Ifai^strict '’cooperatu e banks. Costs of lending 
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and collfdion nre rcdutcil ihtoufh 1 onorar> imnnf’tment nnd ';uper- 
\i''ion of loin opcfation«4 

Afjncolfur*! nnd urbnn credit societies 

•\pnculttuil or rural and urb in "otiMic'-. art inrf’clv ‘•niihr in 
^ rbetr ami*?, orrani'ition, nnd ftincdonc. \et tlirrr arc ■ionic di'Tertnrc'- 
nnsinr from the difTctencer in the nnurc nnd nerd'- of rural nnd 
urban borrov et*-. The iv’o t>s e*. of credit 'ociptic'. ir Indi’* ha.e 
been largely modelltd on their pTOiot\(>e-. in Gr'imn\ — the Raif* 
fei«cn or Rural bant’" and ?rht.! c-PelitTh or Urban bank'* In the 
rural credit ‘o lety babilit) of the metnlers k n nanv ife/f, 

tnat !<:* ci'-rj member k inb'e t'' n''^ei thed'bi<,ff ilu ■’o i*tj to 
t.ie la>'t p e of hie propertj , in the urban h-,t K haliilit> of each 
member i*- limited to the la’ue of Mi» 'bare o' Mnre-<. taki n In him 
cr a certain multiple of luch \alu** Trie u'a of operation'; of a 
rural «oeietj t' bmttc 1 to a mIIskc or n rroup of '.mail adjacent 
ailhsfra , the iun*-dictio.i of an utbm '-o-tety nay e'ttend over the 
> V bo*e of a biR city and the number of iifinberR may run into 
ibouennd*’ In .a rural 'oneiy vnluc of each ■.bar, k 'mailer , loa'-* are 
made for a lonper periol , profit' are larrcly itmivisdi’c, buMiiese is 
Simpler and mariaFrment more botiorarj a*- compared to an urban 
society. 

Inc preatcr poverty and ri'l of lendiut' in Mllares make it 
rcccsT.ry to keep the liability of the member* iiniirt ited , and this 
in ti' turn net c'citatc' a small number of members In inp close 
together nnd knov uk; each otlier well. Lerau'e of the creater risk 
and need for n.orc funds profits of the rural rocietj are reserved , 
'.n an urban society plenty of funds nre nailable ajul bnlk of the profits 
IS therefore distributed. Farmers require longer term loins cranted 
and collected at fixed period-*, the artisan' ime 1 sfiort term loans 
•and also repay ifiem throughout tin year Thus the banking 
opcrniions of the rural •ocicty are nmplc nnd few, those of the 
■urban bank arc complicated nnd contii uous. \atiuallj the urban 
bank lias to employ a large number of paid cmplojee« 

MnHNparpo«e societies or Village banks 

For a long time tlio Provincial Cooptralnt Depaitnunts and 
Registrars fovoured single purpose societies and emphasized the 
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formation of credit societies , so that a village had either only a credit 
society or a number of separate societies for credit, supply, marketing, 
and better farming or cattle breeding Opinion now has swung to 
the opposite view, that is, towards one society in each village 
undertaking all the activities needed to improve the economic 
condition of the villager. It will grant credit, supply both production 
and consumption needs of the memliers and store and market their 
produce In short it will tackle all the sides of the life of the Indian 
farmer to whom agriculture is not a business but his whole life. 
The Village bank will provide not only credit but better farming, 
better business and better living. 

The multi purpo e society, or the Village Bank as it is popularly 
called, has certain decided advantages over the ordinarv credit society 
(ll It IS not possible to find competent panches for a number of 
different societies among the illiterate villagers and in any case the 
attention of the panches is apt to become narrow or divided 
(2) Mere granting of credit cannot improve the economic position 
of a farmer unless his income is increased through better farming 
and improved marketing (3) Credit, granted by a society without 
the produce of the borrower coming into its hands for marketing, 
IS apt to become frozen and to lead to default Thus under the 
lead given by the Reserve Bank of India in its bulletin “the Village 
Bank" and by Dr Katju when he was minister in the United 
Provinces, old credit societies are being converted into village banks- 
and new societies whenjformed are also of the multi purpose type 

Central Societies (District and Provincial bank) 

The village and urban banks are known as primary societies, 
baling for their members individual farmers or artisans. These 
primaries usually form for certain purposes unions or federations, 
which thus have for their members these primary societies. Such 
federal unions are called secondary ox central societies In India we 
have two chief kinds of central credit societies (l) Central or 
District cooperative banks found m most of the oistnct headquarter 
towns and in some of the Tehsil or Taluqa towns (2) Provincial or 
Apex banks, covering the whole of a' Province Both of them are 
usually of the mixed type, that is, have for their members both 
societies and individuals , their chief function is to finance or lend 



money to their member societiee. In the jjurely cooperative type 
of central societies individuals cannot become members. 

The Central or District Cooperative Banks. 

All the primary agricultural credit societies and urban banks of a 
district and also other types of cooperatives such as supply and market- 
ing societies become members of the central bank of their district, each 
taking at least one share of the latter In some cases the urban bank in 
a district tot\n hat been turned into a central bank of rural primaries. 
Persons having capital and managing ability and interested in coopera- 
tion are allowed to become shareholders just to harness their funds 
and talents in the service of the district bank, which raises its funds 
from shares, deposits by members and non members, reserves of profits 
and loans from Provincial Cooperative banks or joint stock banks of 
the town itself. Management is m the hands of directors elected by 
individuals and representatives of member societies. 

Its functions and services to the primary societies are important, 
[l) It/balaiiccs the funds of its member societies, that is, societies 
having surplus funds from time to time deposit them with the central 
bank, which lends them to those having adefnit. To some evtent 
the same is done by a primary society , the deposits of more pros- 
perous members are lent out to the needy ones This is in itself a very 
useful service, helping to make the best use of the available funds 
possible. (2) It attracts the city funds in the shape of share capital 
and deposits and also from other banks and the Ape\ bank and makes 
these available to the rural societies in the form of loans. (3) It 
supervises and guides its member societies in their operations through 
ts own officers and inspectors 

The Apex Banks 

The Provincial Cooperative Banks have now been formed in 
ill the important Provinces of India. Most of them are of the 
I’lved type and have for their members the district central 
banks and individuals They stand in the same relation to the 
central banks as the latter do to the primary societies. They 
balance the funds of the central banks and also grant them loans 
3ut of the funds raised from the central money market of the 
Province and from the Reserve Bank of India, which is always 
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^vlUmg to provide special facilities to the Apex or Provincial 
banks in granting loans and rediscounting bills already discounted by 
them or their central banks 

Some people have suggested the formation of an All India 
Cooperative Bank, having for its members the various Provincial 
banks. This is now considered unnecessary as the function of such 
a bank is already being performed by the Reserve Bank of India. 

Conflicts and their conciliation. 

Both the consumers' and producers' branches of cooperation 
suffer from certain veiknesses and then there are certain points at 
which their interests clash The consumers are as much intereeied tn 
tow cost of production and distribution as any private capitalist. A 
consumers' society-primary or wholesale-running a shop or factory is 
apt like the private owner to 'exploit' the employees by long hours 
and low wages. Capitalism and its evils are eliminated for the con 
suraer but not for the worker, Even if the employees are themselves 
members of the consumers' societyth*y are of course encouraged to 
be so-their number is too small to have any appreciable weight m 
management against overwhelmingly large numbers of thoce members 
who are only consumers but not workers in their own productive or 
trading organisation, Of course the factory acts and other labour 
laws are applicable to the employees of a consumers' establishment, 
but the workers want something more~a hand in management and a 
' share ,n profits. In management they are represented to the extent 
of their voting strength , their interest m profits may be secured 
through a proper scheme of profit sharing. Yet the usual dis 
advantages of the wage earner persist 

When the produrtue or distributive agency is organised rot by 
the consumers but by the workers as under cooperative production, the 
disadvantage of the worker is transferred to the consumer Theorgauis 
ed workers as producers are as much interested in profit as the share 
holders of a joint stock concern, i.e , m selling the worst quality at the 
highest possible price. Thus a consumers* factory exploits the workers , 
a producers’ society expolits the consumers The ideal solution would 
be a single organisation of the producers and consumets But this is 
not wholly possible so long as group's of consumers do not produce all 
and <sniy that wbich they themselves consume and a large part of 
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specialisation and )to advantagf; are civen up However this conflict 
-can be to some extent reconciled by the producing and consuming 
groups becoming members of each other’s organisations or both merging 
'in a single movement. Thusi for example, it may be possible to start 
a cooperative dairy of which each farmer supplying, and each con 
sumer consuming, milk and other products are members. Profits of 
'middlemen saved may then be distributed to the consumers as pur 
chase dividend and to the farmers as supply dividend depending on 
the value of products consumed or supplied during a year. Such a 
dairy was started in Agra in 1937 , it worked for about a year and 
then failed because of insufficiency of capital and lack of proper han* 
dling of a perishable product. An organisation covering all kinds of 
'produce needed by the consumers of a town and supplied by the far- 
mers of the surrounding villages can be set up on these lines. It may 
very well include the goods and services produced and supplied by the 
'City consumers and needed by the village members. 

Another clash occurs between the producers and consumers move* 
ments when productive and distributive estiablishments of the two 
organisations come into competition. Thus the farmers organised as 
producers may manufacture butter and grind corn and distribute them 
through their retail shops while the organised consumers may have their 
own establishments for both of these purposes. Conciliation has been 
somewhat successfully tried in Sweden by (l) the producers’ movement 
agreeing to refrain from retailing dairy produce and meat and the 
consumers’ organisation abstaining from operating dairies and slaugh- 
ter houses and growing of agricultural produce (2) the consumers’ 
movement giving preference in its purchases to agricultural produce 
supplied cooperatively by the farmers and the farmer producers’ 
movement extending similar preference in its purchases of bran, cake 
and other products of factories operated by the consumers’ wholesale 
society This agreement is based on consumers’ movement contrac 
ting Its range of supply and producers' organisation keeping clear of 
retailing its own products. In short, the field of production and dis- 
tribution has been divided between the two organisations on an agreed 
basis This cooperation among cooperative organisations is a very 
healthy development and promises to do away with the conflicts that 
were otherwise inevitable 



CHAPTER XII 


COST OF PRODUCTION AND PiUCE 

We ha\e seen in the last few chapters some of the importanL 
factors that increase products e efficiencj and reduce the cost of 
production of goods and sen ices It should, how eter, be noted that_ 
as students of economics we are interested in productite efficiency 
of any one facmr of production or of a productue unit from a 
natiOEdl or social point of new and not from the point of view 
of a particular labourer or entrepreneur A reduction in costs does 
benefit the owner or owners of a business concern, but for our purpose 
it is the benefit of the commanitj that is reallv significant* A reduction 
m the cost of producing a commodity reduces its price to the con- 
sumers under a comoetitne system of industry 

If the price remains above cost for any length of time, the extra 
profits induce toe producers — old and new-to increase output , and 
this in turn brings down the price to the cost, in which we ought to 
include the remuneration of the organiser who provides capital, 
management and ri'ik bearing If, on the other hand, pnce in the 
market stands below cost of production, some of the producers at any 
rate stop producing and the reduced supply raises the price to the 
lev el of cost Thus cost of production represents the 
which term simpiv denotes the price at which only the supply wiU be 
coming forv ard tor sale. As v e shall see presently the cost of pro 
duction of a commoditv may change from time to lime and usually does 
change as the quantity produced increases or decreases* The cost of 
production as supply price is thus intimately related to the price paidi 
by the consumer The supply price of a given quantity of a com 
modity during a given period of tirre is the cost of production of that 
quantity during that period. If a larger or smaller quantity is to be 
produced or supplied or ev'en if the same quantity is to be supplied 
within a longer or shorter period than usual both the cost of produc- 
tion and supply once may and usnalij do change 
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Real and money costa of production < 

The cost of production of a commodity that represents its supply 
price needs much analysis before it can be properlj^ grasped because 
the term many denote many different things First of all we 
must distinguish between real cost and money cost or expenses of 
production Real cost denotes the amount of human effort reSded to 
produce a commodity, including in this the past labour spent 
in producing machines and materials that help in giMng such' 
commodity the form in which it is put on the market. Money cost 
represents the actual expenses in terms of money incuried in producing 
the commodity. It may here be noted that real or labour cost of 
production of a commodity declines with every improvement in ma- 
chinery and methods of production It may, however, increase in the 
case of agricultural commodities or minerals as we have to take resort 
to poorer soils and deeper layers of mineral deposits, Again money 
cost may increase as real cost declines and vice versa. Thus we now 
use better machinery and methods in producing radio sets than we did 
before the war and yet because of the rise in money wages and prices 
of materials the money cost of producing radios is much higher than it 
ivas before the war started. It is also conceivable that money cost of 
extracting coal may fall in the future if prices of food and wages of 
labour decline even though the number of man and days needed to 
lift and transport a ton of coal increases due to exhaustion of the 
richer mines situated ""nearer the industrial area. Price being value 
expressed m terms of money is manifestly related to money cost and. 
lot real cost. 

Prime and supplementary costs 

Money cost itself may refer to aggregate cost of a given output 
tht cost per umt If 10,000 pairs of shoes produced in a shoe 
actorv >1 a year cost in all Rs 1,00,000 the cost per pair is Rs 10. 
t is this cost per unit which has to do with the price of shoes in the- 
narket But the money cost per pair is itself made up of so manyr 
tems such as the prices of leather and nails, fuel used in driving ma 
ihinery wages of labourers, expenses of advertising, interest and 
lenreciation on capital invested in the factory and salaries of managers 
md formen. All these costs may be divided into two groups (a)i 
mme and (b) supplementary 
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Prime or direct cost of i pair of •5)ioe<; is ihe cost of leather and 
-other materials used in it plus wages paid to the labourers speciftcallv 
for making it and of course any other CNpensp that need not have been 
incurred if this pair were not manufactured Prime cost thus includes 
all the expenses directly incurred over a uniti it is exactly propofitondl 
to the quantity of output Thus if in manufacturing 10,000 pairs 
of shoes Rs 70,000 are spent over leather and other materials, 
fuel and v ages, the prime cost of a pair of shoes is Rs 7/ . It follows 
that if only 5,000 pairs are produced the total cost will be reduced to 
Rs 35,000, leav mg iht. prime cost per pair at Rs 7/ But each of the 
10,000 pairs produced must bear its share of rcrraing Rs 30,000 spent 
over rent, interest, depreciation, expenses on office and management 
and other ovcr/icoif charges^ This share wotks out to Rs 3/ , which 
IS termed supplcmctilary cost or simply on cost This part of the 
■cost. It may be noted, IS not vartable or proportional to the output, 
It IS more or lc=s fixed and must be incurred whether ,a smaller or a 
larger quantitv is produced. The managers and clerks cannot be dis 
missed, nor machinery sold out with a reduction in output. \nd the 
fame staff and machinery can handle a larger output upto a point Thus 
the essential characteristic of supplementary cost per unit is that it 
increases with a fall m ou'pnt and diminishes v/ith an increase in output* 

The totnl cost of a pair of shoes is Rs 10, comprising Rs. 7 as 
prime cost and Rs 3/ as supplementary cost And the price obtained 
must cover this total cost in the lonp run In the short run, that is, 
temporarily the price may be lover than Rs 30 per pair and --iill pro 
duction may be continued in the hope of btiicr nmes A fa< tory is 
not dismantled and staff dismissed immediately price falls be!o\ total 
cost per unit of output* Thus a large number of sugar mills m India 
continued llieir operations dutirg 1935 37 when price of sugar fell tc 
about Rs 6 per maund vhen co't vas about Rs 10. So long as the 
sttuatioa does nni become hopeless it is evidently advantageous lo con 
tinue production even if the price covers the prime cost and a part ol 
the supplementary cost, which tras to be incurred vhethcr or not there 
IS any production. 

Average cost and marginal cost 

The nvirngc cost per unit of any given output is the nei,fcga!« 
cost (prime plus sujrplcrrenlary) divided by the number of uni's pro- 
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duced, while the maigtnal cost of production is the cost per unit of an 
additional output if produced The organiser of a factory is ah\ays 
trying to maximize his profits and evidently his profits can be in 
ceased so long as an additional output will sell for more than the 
additional cost The former may be termed marginal revenue and 
the latter marginal cost. Profit is maximum when the two are equaU 
So long as marginal revenue is more than marginal cost it will pay to 
increase output , if marginal cost is more than marginal revenue 
already or if it becomes so after increasing output it will be profitable 
to reduce output. Thus it is the marginal (and not average) cost that 
ought to be covered by price The concept of marginal cost and its 
relation to price may be made clearer by the following table 


Costs of production and profit of a Shoe 
Factory for varying output 



Output 

Variable 

expenses 

Fixed 

expenses 

Total 

expenses 

Average 

Cost per 
unit 

a 

a 

u 

C 

o. 

unit 

Marginal 

Revenue 

Marginal 

Cost 

Profit on 

addi 

tional or 
marginal 
output 



Rs 

Rs. 

Rs. 

Rs 

Rs 

Rs. 

Rs* 


Rs 

(1) 

5,000 

35,000 

30,000 

65,000 

13 

10 





(2) 

10,000 

70,000 

30,000 

1,00,000 

10 

10 

50,000 

35,000 

15,000 

(3) 

15,000 ] 

L, 05,000 

30,000 

1,35,000 

9 

10 

50,000 

35,000 

15,000 

(4) 

20,000 : 

1,40,000 

30,000 

1,70,000 

8i 

10 

50,000 

35,000 

15,000 


(5) 25,000 1,75,000 45,0002,20,000 81 10 50,000 50,000 0 

Here we see that marginal cost is lower than the marginal 
revenue under (2), (3) and (4). This is so whether we take margi- 
nal revenue and marginal cost in the aggregate or per unit of 
output , the latter in all the three cases being Rs 10 and Rs* 7 
respectively. And it is evident that increase of output raises 
the profits by Rs. 15,000 in all the three cases* In the last case 
(5) marginal revenue and marginal cost become equal and ther& 
IS ho addition made to profit The cost per pair Rs. 10 is here equal 
to the price obtained in the market. Of course the average cost per 
pair Rs. 8* is lower than the marginal cost. 

It may be noted that each and every competing factory or firm 
tries to push output to the point where marginal cost and marginal 
revenue are equal, so that the market price and marginal cost tend to 
he equal. It is wrong to suppose that marginal cost refers to the costs 
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'of production of some producers only and that the costs of the others 
are lower than them During short periods, however, this is possible , 
in the long run ihe more efficient producers are bound to increase 
output until their marginal costs become equal to the price obtained 

Cost of reproduction 

Usually the price ruling in the market for a commodity is not 
ahe cost actually incurred on the stock already produced but the cost 
at vrhich 't IS being produced at any time, or, what comes to the 
same thing, the cost at which it can be reproduced* And this is 
called the cost of reproduction-, For example, the price of cotton 
cloth already in the hands of dealers tends to be what it is costing 
the cotton mills to manufacture similar qualities And this maybe 
higher than m the past due 'to rise in the prices of ravr cotton and 
coal and wages paid to labou'ers Similarly, the prices may be lower 
than the costs of the existing stock if the prices of materials and 
wages have gone down due to trade depression or other cause. 

Opportunity Cost. 

The total cost of producing a commodity is the aggregate of 
the prices of the services of a number of factors of production that 
/help to produce it. For example, the cost of production of a pair of 
4hoties IS the price of co*tr and coal used, interest on capital and 
Tvages of labour. Prices ol cotton and coal are ^really prices of labour 
that produced cotton and coal, while interest is the price of the use of 
capital for a given period of time. And the price of each factor 
tends to be equal to what it could get or earn in other alternative 
'employments. The remuneration of all the factors engaged in produc* 
mg cotton cloth taken together is again determined in the long run 
by the remuneration available in another occupation open to them 
'Supposing that the group of land, labour, capital and organization in 
a cotton mill produce 1,00,000 pairs of dboties in a year and that if 
they produced wollen cloth instead it will be worth Rs. 10,00,000- 
Then tae cost of 1,00,000 dhoti pairs is Rs. 10,00,000. Cost conceived 
m this manner is called opportunity cost- 

^Factors affecting cost of production. 

Cost of production of a commodity is increased or* reduced by 
"the following factors 
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(a) Inventions of machinery and improvement ’ in ihe methods 
of production, storage) transport and distribution of a commodity 
reduce the cost of production. 

(b) Discovery and ulilization of new and richer natural resources 
such as more fertile soil, mineral deposits and water power reduce 
costs while exhaustion of such resources increases them. 

(c) Increase in the efficiency of labour will reduce costs while 
diminution in efficiency will increase them. 

(d) Increase in the scale of production reduces costs in many 
industries as we have already seen 

f* X 

(e) Increase and decrease in output reduces and increases costs 
in the case of industries where the law of increasing returns prevails 
In diminishing returns industries, on the other hand, increase in output 
increases costs while diminution in output reduces costs. Where, 
however, returns are constant costs do not change with a change in the 

^ quantity of output But this is true in the long run when factors of 
production have been fully adjusted to the change in output. 

(f) In the short period costs of production usually increase 
•with a change in output in ail kinds of industries. With an increase 
in output the existing equipment has to be used more intensively, so 
that costs increase due to higher rate of overtime wages and also 
•greater rate of depreciation of machinery. When output is reduced 
prime costs go down proportionately but interest on fixed capital and 
most of the other supplementary costs remain as before and the total 
•cost per unit increases. 

(g) Tax put on a commodity at any of the numerous stages 

through which it passes between production and consumption raises 
the cost of production while a bounty reduces it. For example, the 
cost of production of a pair of shoes will increase from Rs 10 to 
Rs. 11 per pair if the government levied a tax of Re* 1 per pair , and 
it will become Rs. 9 if the government started paying the factory 
owner Re. 1 for each pair produced. Taxes and bounties are now 
becoming more common every day as the state is trying to reduce 
•consumption of certain articles and to increase that of the others. 
Again commodities consumed generally by the rich are taxed while 
those used chiefly by the poor are granted bounties ' 
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Cost of production and supply schedules aud Curves 

The supply price of a given quantity of a commodity during a 
given period of time is the marginal cost of such quantity during 
that period During a short period the marginal cost and supply 
price tend to rise both with an increase and diminution of outpnt 
During the long period, however, the marginal cost and supply price 
increase, decrease or remain constant with increase and reduction of 
output according as the commodity is produced under the laws of 
diminishing, increasing or constant returns. This may be illustrated 
by means of supply schedules and curves as follows* 

Supply schedules a supply schedule is a table showing the 
prices at which different quantities of a commodity can be produced 
and put in the market for sale during a given period of time. Evi- 
dently these prices, which we may call supply prices, are based on 
the cost of production at the margin of production and change 
both with change of period covered and variation in output This is 
brought out by the following comprehensive table. 


Supply Schedules 



Marginal cost of pioducttoii and ‘•upply price per unit t 



for varying output during 



Short period 



i 

1 


for commo* 

Long period for commodities produced j 

Out put 
(Lakhs of 
units) 

dities produ" 

under the law of ' 

ced under 



.. 1 

Any of the 
three laws 
of returns 
(Schedule A) 
curve (l) s s 

Increasing 

Diminishing 

{ 

Constant * 


Return 

Return 

Return . 


(Schedule B) 
Curve (2) a a 

(Schedule C) 
curve (2) b b‘ 

I (Schedule D) * 
Curve (2) c c' , 


Rs 

Rs 

i Rs. 

Rs > 

200 

5 

5 

1/8 

3 

300 

4 

4 ! 

2 

3 

400 1 

3/8 

3/8 

2/8 

3 

500 

3 ' 

3 

3 

3 ^ 

600 

' 3/8 

2/S 

3/8 

t 

3 

700 

4 

2 

4 

3 

800 

5 

1-8 

i 5 

1 

3 i 


i 
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Supply Cvrves 

These schedules may be represented by four different curves 
ss, aa\bb' and cc' corresponding to the four schedules A, B, C 
and D. ' 




Quantity production 
(Lakhs of unit) 


1* Short period curve ss applies to all commodities whether 
they are produced under increasing or diminishing or constant returns. 
Supposing the quantity produced at any time to be 500 and cost of 
production and supply price to be Rs 3 per unit. Now if the output 
8 
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\s mcreased or reduced the cost of production and supply 'price 
feoth rise for reasons explained previously in this chapter. 

2. Long period curves differ for the three types of commodities. 
’Curve aa' represents supply or cost of production curve for commo 
dities subject to increasing returns or diminishing costs. In this case 
we see that cost and therefore snpply price per unit falls from a to a’ 
as output increases. If we take the curve in the reverse direction 
i.e , from a’ to a we find that cost per unit increases as out put is 
ceduced. In Curve bb' representing diminishing return or increasing 
cost commodities we find the cost per unit rising throughout the 
length of the curve from b to b’ as the quantity of output is increased, 
and of course it falls with a reduction in output from b’ to b Curve 
cc’ stands for constant returns or costs commodities and here the cost 
per unit and of course the supply price based on it remain the s^me 
whether output is increased from c to c’ or reduced from c' to c* 


chapter XIII 

THE NATURE AND CLASSIFICATION OF WANTS 
Consumption. 

Consumption as a division of economics deals with the study 
jf humah'wantTand their satisf^tion through the'Sse'or^alfh. All 
lutnah activity in the ^onomic field arises from the existence of 
luman wants and the strong urge to satisfy them Consumption 
s at once the end of all economic activity and of wealth that such 
ictivity brings into being. Earlier economists emphasiged wealth 
ind Its production , modern economics is increasingly recognizing the 
mportance of consumption and of human welfare which it promotes. 
Sfficlency of man as 'a” producer of wealth is meaningless unless it 
ncreases human happiness. It is this widespread recognition that 
las led to state interference in economic activity. Thus the state 
ittempts to prohibit consumption of certain intoxicants which injure 
lealth, restricts that of others like tobacco by high taxes and promotes 
ly means of bounties consumption of articles like milk and books 
vhich develop health of body and mind. In the field of production 
tself the state restricts hours of work in factories even at the cost 
if output and consumption so as to preserve health and happiness of 
he workers. 

As has been indicated before consumption in the economic sense 
neans the use of goods and services for_ Jhe sa tis f actjon of human 
vants. Certain things "are consumed directly such as bread , others 
aiisfy human wants mdirectl y such as fodder and oil cake given to 
:attle which yield milk. Consumption, it may be noted, involves 
lestruction of uti^^y The utility of goods like bread is destroyed 
n one^acrof consumption , other goods like clothes and houses give 
epeated satisfaction and lose their utility gradually over a period of 
ime 'When a good is consumed directly we call it ftiia l consump- 
, when it is used in producing other goods for final consumption 
ve term the process as productive consuviPUon> Thus fodder given 
0 cattle and cotton used in a weaving factory denote productive 
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consumption. However, use of food, cloth and shelter by factory 
labourers during the period they are engaged in manufacturing cloth 
IS final consumption because human wants are satisfied by them 
directly. The use of cotton m the factory ^nd depreciation of bud. 
dings and machinery result in the production of a new good, cloth, 
and therefore consumption of cotton and machinery is said to be pro* 
ductue consumption. 

The nature of wants « 

Economics does not inquire why human beings feel wants* 
Wants arise instinctuely Some of the human instincts and wants 
are common to all animals such as want for food, shelter and pro 
creation But man feels certain higher wants such as those for music, 
chanty and display. A want should be distinguished from mere 
desire , an economic whnt is that strong desire which induces man 
to undertake the effort or sacrifice of money which is necessary to 
satisfj It* Any want that is incapable of being satisfied with many 
IS not an economic want, e s the desire to become a yogi. Yet many 
of the religious desires such as those of building temples and free- 
feeding of the poor are economic wants. 

Human wants possess certain distinctive characteristics, (l) 
wants is satisfied others arise , e\en 
the same want arises again and again such as that of food from day 
today It is this fact which explains ceaseless economic activity* 

While there IS no limit to the number of 
wants, each indiMdual want is capable of being satisfied fully It 
IS this characteristic which, as we shall see, gives rise to the law of 
diminishing utility, according to which the desire to consume a good 
becomes less as satis^ction proceeds. (3) Wyants differ tn intensify 
or strength. Some Wnuts like those for food are more strongly 
felt than those for clothes, it la^this which explains partly at least 
the differences in prices Price of food has gone up much higher 
just now than the price of cloth Not only the present wants com* 
pete among themselv'es but after the satisfaction of the most pressing 
ones future wants begin to clamour for satisfaction and give rise to 
saving of income ac against spending. (4) Wyants are also alternative^ 
that IS, they are capable of being satisfied by more than one commo* 
oity Thus wants for entertainment may be satisfied by music or by 
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theatre , that for tea may be satisfied by coffee. Prices of goods of 
this nature, as we shall see, bear close relation to each other. (5) 
Some wants are coviplanentary, that is, they require for satisfaction 
more than one good or service together, e s* tea, milk and sugar; 
motor car and petrol. Such things are said to be jointly demanded , 
I- their prices are also mutually related. 

Classification of wants. 

Wants for various things ha\^e been classified according to their 
urgency and perhaps desirability into (a) necessaries, ^6.^ comforts 
and ( c) luxuries. Necessaries include those things which are so 

strongly wanted that the available income is used first in obtaining 
them and comforts and luxuries are thought of only when income is 
enough to spare for them Judgments of individuals differ widely in 
regard to what is a necessary, comfort or luxury. However, the 
following three types of wants are commonly considered necessaries. 
(i) Necessaries por existence^ A certain minimum quantity of food, 
cloth and houseroom is necessary for human life. In this we may 
* include only the barest minimum that is required for existence of life 
(ii/ Necessaries for eijiciency» Then an extra quantity or better 
quality of food, cloth and shelter is required for health and efficiency 
of both body and mind. Half a seer of parched gram per adult and a 
single room may be enough to maintain a family, but a little gur and 
j and oil, a seperate kitchen and a pair of clothes are perhaps necessary 
for health and efficiency in production, (iiij Conventional necessaries^ 
Then there are certain things whose consumption becomes necessary 
through individual habit and social custom, and quite often they are 
put b“fore necessaries for efficiency a’ any rate Thus persons habi- 
tuated to a drug like tobacco, will spend a pice on it before perhaps they 
think of food , again expenditure on conventional dress and ceremo- 
' nies IS usually taken to be so urgent as to be incurred even at the 
, cost of variety in diet* 

' Comforts are those requirements which though not necessaries 

in any of the abo\e mentroned senses, promote happiness and welfare. 
, Thus a separate room for guests, a copy of the daily newspaper and 
^ occasional travel or picnics to relieve monotony of life may be called 
, comforts. They do promote mental poi=e and intellectual activity 
' in the field of art, literature and science and to that extent help in 
t 'ncreasing efficiency 
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l,uxurles With these there attiches some idea of social dis- 
approbation if not active condemnation As a rule we do not like a 
person whose ways of living are luxurious. On this basis we may 
say that luxury denotes consumption of things indulged in cither for 
pomp and show or for satisfaction of whims and fancies made possi* 
fale by too large in income. In this age of equality luxury is coming 
in for increasing criticism particularly as it diverts labour and capital 
from the production of essential goods to that of non essentials* ' At 
one time it was thought that indulgence in luxury by the rich created 
employment , now it is recognised that if the rich did not consume 
luxuries they will save their income and deposit it in a bank or invest 
It m some company and employment will not he reduced. It is only 
when income not spent upon luxuries is hoarded that employ ment 
will be reduced. 

There is one form of consumption which perhaps goes beyond 

luxury such as use of intoxicating drugs and liquor which injure the 

health and efficiency of the user and prove harmful to social interest* 

Not only does it reduce efficiency but also diverts labour and capital 

into producing goods and services which degrade those engaged in 

their production and distribution This is the reason why the state 

DOW attempts to prohibit such harmful consuiiiptiott 

\ 

Relativity in classification of wants 

It IS generally agreed that articles of consumption cannot bo 
classified rigidly. There are no absolute boundary lines beiween 
necessaries, comforts ind luxuries Wh it is considered as a comfort 
for some people may be just a necessary for efficiency for others and 
a luxury to a third group of people. We cannot put any of the con- 
sumption goods in a particular class without reference to the con* 
sumer, the lime and place in which he is placed and the quantity of 
the good Itself. The urgency of wants shows wide variation with 
time and place and with a change that occurs m an individual's 
income and habits Thus a motor car may be a luxury for a clerk, a 
comfort for a businessman and a necessary for efficiency for a doctor 
who has to pay visits to a number patients scattered over a wide 
area A second car to such a doctor may be a comfort and a third 
one a luxury. Again things like electric light may be just a comfort 
in a big city and a luxury in a village where a separate plant has 
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•to be eslablished It is a matter of common experience that with 
'increase in productive capacilv and rise in the general standard of 
(living many things regarded as luxuries in the past are becoming 
Items of just ordinary comforts. 

Dr. P* Basu has applied the uniform teet of efficiency in classi 
fying wants and on that basis has formulated what he calls the law 
of consumption, according to which a unit of commodity to a con* 
sumer living at a particular place and time is i necessary if its con 
sumption increases his effi''iLncy and if tie is deprived of it his effi- 
ciency decreases if its use does not increase his efficiency but being 
deprived of it reduces efficiency the unit is a comfort , and if consump- 
tion does not increase efficiency and deprivation does not reduce 
efficiency it iS a Inaurj. This statement tabes into account the 
change in the class of a hiin'sn want with rlnnpe of personi place 
and time and at the same tune supplies an easy criterion with which 
to judge whether a particultr unit or quantity of a commodity is a 
necessary, a comfort or a luxury. 

Generatlsatfons about consumption. 

Study of the nature of wants and of varying degrees of utility 
derived from their satisfaction has led to the formulation of the law 
of diminishinf, utility and the law of demand and these may now be 
eximined 

The Law of Diminishing Utility. 

The satiable character of each particular want gives rise to the 
fact that as vve consume or get more and more of any one thing our 
want for it approaches satiety and every addition to our stock of such 
a thing brings diminishing satisfaction or utility When satiety is 
xeached further additions m ly vield no satisfaction or zero utility and 
miv begin to prove a nuissance resulting in disutility or negative 
■'siislaction. This tendency has been given the name of the law of 
diminishing uiility , it has been aptly staled by Dr Marshall in these 
words, ‘ the additional benefit which a person derives from a given 
increase of his stock of a thing diminishes with every increase of the 
stock that he already has." The law may ’be illustrated by the con 
sumption of a number of apples. 1 he first apple gives us a certain 
•amount of utility , the second one gives less utility , the third one still 
less .and so on. The ideas may be made clearer by the following 
diagram or utility curve t' — 
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In this diagram we see that the first apple gives S units of utility^ 
the second one yields 6 units, the third apple gues 4 units and the- 
fourth one lust 2 units of utility The utility of the fifth apple is - 
zero and the sixth apple brings disutility or negative satisfaction. 
The\ertical lines a, b, c, d and e represent the amount of satisfac 
tion yielded by the apples taken in succession. By joining the 
extremities of these lines we get the utility curve U C, which being 
continuous indicates that not only successive apples but also the 
smallest parts of each bring diminishing utility 

Total utility and marginal utility 

Total utility IS the aggregate of the differing utilities of all the 

apples consumed while the marginal utility IS the utility of the last , 

apple 1 onsumed at any time. If only two apples are consumed the total 
utility according to the curve is 8 + 6=14 and utility of the second' , 

apple IS the marginal utility which is just 6 When six apples are \ 
consumed the total utility .s 8 + 64+ 2+0-2 = 20 and the marginal S 
u il ty IS _ The total utility, it may he noted, goes on increasing 
u t the fourth 'ippie is consumed but n increases at a dimini'^hing ^ 

, marginal ulilitv, on ttie other band, diminishes throughout i 
tew ole coHr--e of cbnsumption We may therefore name the law ; 
as the law of diminishing marginal utility ] 

i 

The concept of marginal utility needs a little further clarifica- ^ 
tion. In purchasing apples we have to pay the price and in deciding- ' 
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how many apples we shall consume we have to balance the utility 
of apples against the utility of monej that has to be spent. And the 
estimates of utilities of apples and annas differ from individual to 
individual. Each of them tends to purchase apples upto the point 
where utility of an apple is equal to the utility of the money paid as 
price. Supposing the price of apples is one anna per apple and in the 
mind of a particular consumer the utility of the fourth apple, namely, 
2 units IS equal to the utility of an anna to him he will purchase four 
apples and the utility of the fourth apple is the marginal utility of 
apples to him. Marginal utility of a commodity to each consumer 
IS thus the utility of the unit he is just induced to purchase. Such a 
unit may be termed marginal purchase and its utility, which is 
equal to the utility of money paid as price, is the marginal utility^ 

If apples are actually bein? eaten in succession the utility of the 
fourth app'e in the case supposed above is marginal utility But if 
they are }ust purchased to be consumed later all the four apples are 
alike. Marginal utility then is not the utility of any particular apple 
marked A, B, C or D but of any one of the four. And this of course 
will be less than if there were only three Marginal utility of a 
commodity may thus also be said to be the utility of one unit of the 
stock possessed by a consumer 

Limitations and exceptions to the Law 

The law of diminishing utility applies to an individual consumer 
Jt or during a given time, A fifth apple gives less satisfaction than 
the fourth on any given d ly , on the next day that same fifth apple 
tnay really be the first apple consumed and must therefore give more 
satisfaction than' the fourth taken on the previous day. But even if 
:he whole of a week or a year is taken into account the law will apply* 

If a person needs 12 maunds of wheat during a year evidently the first 
naund of wheat will yield more utility than the second. The coiius- 
himself should not change either in person or in tastes. The 
ifth apple may be the first for another individual, and if the same 
adividual consumer develops a stronger taste or liking for apples as 
le consumes some his satisfaction from additionaUapples might in- 
rease Thus the law will apply only to a given individual at a given 

There is one other limitation. The units chosen must not'be- 
w small , if a seer of coal is necessary to cook one’s food the first 
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Ttola by itself may be valueless and each additional tola ivilUyield 
increasing utility upto one seeri Thereafter the additional tolas or 
chhataks would be used over less and less urgent heating and will 
-therefore yield dimishing utility. 

Among exceptions we may note that there are certain things 
“whose value in the estimation of the possessor and the public increases 
more than in proportion to the increase in the stock already possessed 
Such is the case with collections of rare things like old coins and 
stampsi where a pair is considered four or perhaps ten times as va 
luable as a single item Similar is probably the case with most things 
wanted for display and for the prestige and power which they secure 
to the owner. And the hoard of money to a miser perhaps stands in the 
same category In such cases, of course, additions to stock yield 
increasing and not diminishing utility and may therefore command 
higher price than the previous units 

Mone> required by the average human being is, however, not an 
exception at all It is true that utility of mone> to an individual never 
becomes zero, and it certainly will perhaps never become a nuissance 
"Yet the utility of a unit of monev, say. Re 1 grons le=s and ie=s as 
V p have more and more of It This is proved by the rich minvvill- 
ingly paying more than a poorer one for a tonga drive or for almost 
an> other commodity. And even the poor person will work longer 
and harder to earn the first rupee than he will to earn the second 
rupee on any da 5 * Both the nc{i and the poor prize 51st rupee oi 
'their income more than the lOlst The case of money is special onlj 
in this that the utility of additions to one’s stock of money diminishes 
ver) slowly This is because money is not anv one commoditj 
whose want is entirely satiable* It is purchasing power, representing 
command over commoditities in general,^ for which wants are unhini' 
ted Money is acquired to satisfy not any one p irticular want bui 
wants in general Yet the first unit of income during anj given nerioi 
is spent over the most pressing want or wants and yields greatei 
aitihty than the second. 

The law of demand. 

The law of diminishing utility gives us an idea of the dimishing 
strength of the want for a particular commoditv and of the fact that 
tihe price we are prepared to pav for a commodity is equal to or at 
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Demand Schedule for apples in Raja-ki-Mandi on a particular day 


w 

« 

in 

Number of seers that will be purchased by 

o • 

C. w 

u 

Individual demand schedules | 

1 1 

All of them 
' together 

I..! 

P. 

A 

B 

1 

c 

D 

1 

E 

F 

Market Demand 
Schedule 

1 

2 

4 

5 

6 

7 

8 

32 

2 

1 

2 


4 

5 

6 

1 21 

3 

0 

1 

1 

1 

2 

3 

3 

4 

13 

4 

0 

0 1 

! 

1 

1 

2 

3 

7 


Such a demand schedule may be represented by a diagram 
called the demand curve as shown below. 



Both the schedule and the curve represent purely imaginary 
condititions, but they do bring out the relation between price and 
quantity demanded. Rise m price from Re 1 to Rs. 4 per seer 
reduces the demand from 32 to 7 seers Taken the other way fall 
in price from Rs 4 to Re 1 per seer increases the demand from 7 to 
32 seers Another fact which both demonstrate is that 7 seers can 
be sold at Rs 4 per seer, but if 32 seers are to be sold In this small 
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local marl.er ihe price has to be reduced to Re 1 per seer. The schedule 

iind ihe cur\e are really tabular and diagrammatic representation of 

the law of demand. , 

/ 

We must note the great resemblance between the utility and 
the demand curves. Both slope downward to the right, showing 
-that as quantity consumed or purchased increases the utility of each 
additional unit as well as the demand price for it falls. We also see here 
roughly the influence of utility on price It is the marginal utility 
•that determines price given the supply put in the market. But the 
supply price depending upon cost of production has its effect. We 
shall study the determination of price under the interaction of both the 
forces in the next part of the book 

elasticity of Demand. _ _ 

Increase and diminintion in the quantity demanded due to fall 
■and rise in price, though universal, is not uniform for all commodi- 
ties* In the case of some the rate of increase and decrease is large 
relative to the change in price and the demand for such commodities 
IS said to be elastic^ In other cases change in demand is small 
compared to the change in price and the demand is then termed 
tuelesUct Elasticity of demand is thus an attribute of demand, in- 
dicating that demand changes m response to change in price. 

Measurement of Elestlcity of Demand. 

As the words ‘much’ and ‘small used in relation to elesticity of 
demand are very vague a method of measuring elaslicity has been 
introduced. Thus (a) if the changes in the quantity demanded are 
proportionate to the change in the prtce of a commodity the elasticity 
of demand is said to be umtV, which really means that elasticity is 
moderate or normal. In such a case the total amount spent over the 
commodity ( i.e. price multiplied by the number of units sold) re- 
mains the same whetever the price, (b) If, however, the increase and 
decrease in the quantity demanded is more than in proportion to the 
fall and rise in the price of the commodity elasticity is said to be 
greater than unity, that is, the demand for such a commodity is 
more than moderately elastic or simply elastic Another criterion of 
this large degree of elasticity is that the total amount spent on the 
commodity (i.e price multiplied bv units sold) increases with a fall 
m price and decreases with a rise in price, (c) When the change in 
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quantity demanded is less than in proportion to the change in the 
price of a commodity elasticity of demand for it is said to be fess 
than unity or -we might say that the demand for it is tnefasitc* In 
this case the total amount of money spent over the commodity 
(which again means price multiplied by the number of units sold) 
increases with a rise in price and decreases with a fall in price 
Inelastic demand obviously means that with a rise in price people 
will reduce their purchases to a ^ ery small extent and spend larger 
amounts than before With a fall in price they will not increase 
their purchases to any considerable extent and will therefore spend 
less than before* This measurement of elasticity is illustrated in 
the following table — 

Measarement of Elasticity of demand 


Elasticity ol Demand. 


Price 
per unit. 

Umtv 


(h) 

Greater than Unity 


Quantity 

demartled 

o 5 
^ 

5 c 

0 s > 

rH O 

Pi 

« 7 

< c 

^1 

5 i 
o S 

1 Ota! 

amount of 
money spent 

1 1 
C 

C£ C 
JS 3 

ui 

a 

« 5 

3 s 

0!5 

• 

_ 2 i. 

5 c 

0 3 5^ 
-H O w 

i § 

^ E 

» 

3 

ee 

is 

uf 

s 

1 


Rs 

1200 


2000 

Rs. 

2000 



Rs 

500 


2 


1200 


950 




800 


3 


1200 


600 




900 


4 


1200 

- 

400 



250 



5 

240 


~ 

240 


B 

240 




In this table we see that in case (a) where elasticity is unity the 
total amount spent remains Rs 1200 at all prices and a doubling of 
the price reduces ^he demand to half. In case (6) of elastic demand 
the amount spent decreases with a rise in price, and if we count from 
bottom upwards it increases with a fall in price Again a doubling 
of the price reduces the demand by more than 60°/o In case (c) of 
inelastic demand, the amount spent increases with a rise in price and 
decreases with a fall m price counting from bottom upwards. And 
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of course, doubling of the price from Ro 1 to Rs* 2 per unit reduces 
the demand by only 20 %• Conversely, we might say that halving 
of the price from Rs* 3 to Re 1 increases the demand by only 25% 
These measures of elaslicitj may be represented by separate 
demand curves as in the following diagram S — 



Important thing to be noticed m these curves is that the more 
inelastic the demand che more steep is the curve representing it« The- 
curve (a) denoting moderate or standard elasticity lies in the middle 
of the curves (b) and (c) which represent elasticities greater than and 
less than unity respectively. 

j Variations In elasticity of demand. The differences m the^ 
elasticities of demand for different commodities rest on the relative 
strength of the wants they satisfy and the quantity of a commodity 
which a person can make use of* Thus, want for necessaries like 
food IS strong but the quantity a man requires for^consumption during a 
'day or week is strictly limited. Want for comforts like newpapers and 
books IS weaker but capacity for consumption almost unlimited. These 
two things, the relative urgency of a want and the quantity of a 
commodity an individual is capable of consuming, determine the 
■ (tt winch marginal utthtie.s of commodities use and fall with 
/decrease and increase m their supplies. The higher this rate is the 
' Wore inelastic IS the demand and vice versa. Where utility falls 

.slowly the price offerred for additional units does not fall much, nor 
9 
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does the demand price for fewer units rise muchi On the other hand, 
•where marginal utility falls rapidly, as in the case of commodities with 
inelastic demand, the price offered for additional units falls much , 
and because such utility rises considerably with a rednction in supply 
the price offered for fewer units rises rapidly Applying these 
criteria we find that 

(l) The demand for necessaries of life such as food grams 
IS very inelastic. Nearly the same quantity is purchased by the 
average consumer so far as he can help it, so that income spent on 
other things tends easily to be transferred to necessaries with a rise 
in price due to scarcity. When plenty lowers prices little mate of 
them IS purchased and income thus released is transferred to comforts 
and luxuries, whose prices therefore tend to be more stable Naturally 
the prices of necessaries rise much with a reduction in annual output 
and fall considerably with an increase in such output The World 
War II has brought about a general rise in prices due to inflation of 
currency but the prices of food grains have riseh much more-< 
than the prices of sugar or newpapers which are largely in the 
nature of comforts And during the trade depression of the thirties 
the prices of food grains had fallen considerably more than the prices 
of sugar and newspapers. Thus we find clear proof of the influence 
of elasticity of demand on price. 

(2' The demand for comforts and cheaper luxuries is usually 
clastic because the wants for them are unlimited and a relatively 
large unsatisfied demand always exists for them A little fall in 
their price puts them within reach of many who went without them 
before and expenditure on them increases much. When price rises 
•expenditure is considerably curtailed. Thus we find that elastic 
character of the demand for them helps to steady their prices. 

(3) Demand for commodities having good substitutes is greatly 
elastic and their prices are therefore more stable* A rise in the price 
of tea tends to transfer expenditure from it to cofiFee , a fall in the 
price of tea tends to transfer expenditure from coflfee to tea. Thus 
the prices of both are related [and tend to be more stable than the 
prices of necsssaries like salt for which there are no substitutes. 
Wheat has no good substitute but Jowar and Bajra are good 
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substitutes of each other even though they are necessaries for a 
section of the population. 

(4) Demand for costly luxuries and for fashionable articles such 
as new types of saries introduced at relatuely \ery high prices is 
inelastic. They are within reach of a limited circle of the wtll-to'do 
people, for whom small changes in price do not matter much and 
svhose wants for them are therefore more or less fully satisfied, “^s 
their prices fall to levels within reach of a larger section of population 
■demand becomes elastic and price fluctuations narrower. 

Significance of the concept of elasticity of demand In practical 
Ilf*. (I) Elasticity of demand greatly affects the consumer’s surplus, 
described in the next chapter Consumer’s surplus is small in tbs 
case of commodities with clastic demand but relatuely large in the 
case of inelastic demand, particularly at low prices and can be easily 
saueezed by monopolists and 1 1\ gatherers. ( 2 ) ‘\s we b. \c already 
■seen dasftctty 0/ demand is closely related to puce. Elastic 
demand makes it difTicuIt to raise price by curtailing output , but 
inelastic demand makes this relatively easy. And as a monopolist has 
complete control over output he is apt to fix price of a rommodity 
with inelastic demand at a high level so as to reap large monopoly 
profit. State control over such monopolies thus becomes \ery 
necessary. The relation between monopoly price and elasticity of 
demand has been more fully examined in the chapter on monopoly 
(3) Elasticity of demand for a commodity is also of significance to the 
finance minister in levying taxes. A commouitj with inelastic 
demand can bear a higher tax than one with elastic demand A 
high tax on the latter v/ill reduce the demand \ery much and the 
proceeds of the tax, even though high, may be small. Thus the tax 
on salt in India used to secure to the government a large annual 
revenue of about Rs. 10 crores It has now been abolished. 



CHATER XIV 

CONSUMPTION AND ECONOMIC LIFE 

In the Kst chapter we studied the n iture ol \;ants and cxainineii 
some of the laws that are based upon them* It now remains to- 
consider the influence of these wants and laws of wants on economic 
life of individuals, families and the nation as a whole As we shall 
presently see, this influence is very sipmficant in a number of ways. 
Relation of diminishing utility and of demand and its elasticity to- 
economic life has already been discussed. We may now consider the 
implications of other features of consumption, starting with the 
emergence and significance of the consumer's surplus* 

Consumer’s Surplus, 

The individual consumer and the community comprising the 
whole body of consumers “lecure m purchasing and using most com* 
modities or services a surplus of satisfaction over money spent on 
purchases and this is called consumer s surplus’ It has been defined 
by Marshall as " the benefit which a person derives from purchasing 
at a low price things for which he would rather pay a high price 
than go without*" This surplus satisfaction naturally emerges from 
the operation of the law of diminishing utility in consumption and 
from the fact that the price we pay for each of a number of units of a 
commodity equals the utility of the marginal purchase or the last unit 
which we are just induced to purchase, and which therefore yields less 
utility or satisfaction than the previous units. This is illustrated m 
the following table. 


Table showing consumer’s eurpluB 


Apples 

consumed 

or 

stocked 

» 

Units 
of utility 
yielded 

Pric one 
would pay 
rather 
than go 
without 
(annas ) 

Price one 
actually 

(uunas ) 

Consumer’s 
surplus yielded in 

Units 

annas 

1st 

10 

10 

2 

8 

8 

2nd 

8 

8 

2 

6 

6 

3rd 

6 

6 

2 

4 

4 

4th 

4 

4 

2 

2 

2 

5 th 

2 

2 

2 



Total 5 apples 


30 

10 

20 




annas. 

annas. 

units. 

annas 
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The con'iumer in this ca'ic purchases 5 apples because the fifth 
apple fields utihtj or satisfaction equal to t^o anms, the price at 
rvhich apples sell in the inarKet* He Rets no surplus of utility in the 
case of the fifth apple which is the nnrRinal nurchasc* But on the 
•first four apples he does pet a surplus satisfaction^ Sopposinp the 
eonsunier puts on each unit of utilitj* \iclded by apples a vilue equal 
10 one anrAi his surplus satisfaction is equal to 20 units in terms of 
utility and 20 annas in terms of monej. The measure of ms surplus 
satisfaction total utility minus marpinal utih'y into nutnber of 
upples purchasi I or (30 — 2 X 5) - 20* The economic or money 
measure of tht surplus is total price he t.’ould pay rather than go 
•without tmmis the marUet price into the number of apples purchased or 
(30 annas — 2 annas X 5) - 20 anna^- 1 Inis the monev measure 
■of the surr‘ is a consumer obtainct*. m the words of Dr. Marshall the 
excess of the price v Inch he v otild be willing to pay rather than go 
without O'lr that which lu- actually does pay”* Ihe concept of 
■consumer’s <urplus may also be represented by the followang dia* 
^ gram : — 



Each reaanglc represents the satisfaction derued from succes- 
•sive apple*, in units of utility and also units of money (annas)* The 
■blank part at the bottom of each rectangle represents the utility sac- 
Tificed in paying the price and the shaded part denote > the surplus 
•satisfactioii m each case. The graph a a' obtained by joining the top 
Tight estremities of the rectangles represents the continuous dimmish* 
fug utility curve, applicable if apples or any other commodity is pur- 
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purchased in very minute parts cr units, Consumer’s surplus v.ill 
then increase by the aRprcpate of the iriauRular areas at thq top of 
each rectangle. 

Consumers's surplus accrues e\en to an isolated individinl lil e 
Robinson Crusoe, who does not purchase an> thing but consumes v/hat he 
himself produces. In such a case the fust hour's picking of v.iid fruit 
means little exertion but brings large satisfaction. The second hour’s 
effort increases irksomeness of labour and brings less satisfaction 
because of the operation of the law of diminishing utilitj Suppose 
Robinson Crusoe finds that the fifth hour's piclting fields satisfaction 
or utility which just compensates th<> distiiiiitj of the extra effort of 
that hour He h is reached the margin \ here effor' and satisfaction 
balance. The fifth hotir's labour then imasures the margiiia! utditj of 
five units of \ ild (run. The fifth pan or unit jields no surplus but the 
four units picl cd in the first four hours do vidd consumer’s surplus' 
In a monev economy each hour’s labour Melds a uniform wage, say, 
of four annas. The first four hour’s wage is used in satisfying the 
more essential needs , the last four anna piece obt lined from filtb 
hour s wodt IS spent over meeting ihe least urgent v ant and there- 
fore yield’s no consumer’s surplus 

Consumer's surplus of the markcf T he consumer s surplus of 

a i the purchasers in a market during a guen tunc ma> be estimated b>- 
adding together their indiv idual surpiuEc:. It niay be represented 
by the same diagram if we take eaoh apple on the o\ axis is standing 
for 100 apples and each unit or anna on the 0\ axis as standing for 
000 units or annas- The total consumer’s sy-pms will then be 20,000 
units m terms of satisfaction ,ind 20 000 annas m terms of money- 
But then we shall have to suppose that there are 1000 purchasers of 
similar incomes and tastes each purchasing 5 apples and the fifth 
annie being the marginal purchase each ca=,e. This is of course 
not true in actual life However the supposition does help to make 
the concept of marf et surplus some what clearer. 

Substance in consumer’s surnlus -n - • 

o ourpms Xhe concept of consumers 

surplus and Its money measure have certain /i»)M/rt/io;is. (1) There 

t.ie u.ificulty of estimating "the price one would pay rather than 
so without for an individual as well as for the market as a whole. It 
is probable that if only 1000 post cards were annually available from 
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the Indian Post Office people will offer very high price but we 
'cannot say actually what height the price would reach. Therefore 
it Is difficult to compute in money the consumer’s surplus yielded by 
post cards or any commodity. (2) Then there are the differences in 
incomes If a few rich people are prepared to pay fancy prices for 
certain things it does not mean that the satisfaction they obtain is 
really high , their high bids only show that value of money to them. 
IS very low This is particularly the case with things wanted by the 
rich for display su'-h as diamonds* If diamonds became plentiful and 
their prices fell very low, the bulk of satisfaction derived from them 
will disappear Thus a high money measure of surplus satisfaction 
obtained from such things at high .^prices is in reality unsubstantial. 
( 3 ) More or less similar is the case with barest necessaries of life 
and particularly with conventional necessaries A person may pay 
the whole of his year's income or store of wealth running into lakhs 
of rupees for a chapati if he is hungry and bread becomes extremely 
scarce , lie may also pay, say, Rs 100 to obtain a cap which he 
must wear to maintain respectability in society if such caps became 
scarce But in neither of the two cases can we say that any real 
surplus of satisfaction is obtained by the consumer when he gets 
chapaties and caps at an anna each* If it were so, consumer’s surplus 
can b“ multiplied manyfold by just destroying or reducing the output 
of necessaries of life. High price one may be willing to pay does not 
mean any positive pleasure , it measures only the negative satisfac- 
tion of avoiding pains of hunger or fall in social estimation. Prof* 
Taussig has therefore rightly suggested that computation 0/ 
consumer’s surplus should begin after the elementary needs have- 
been satisfied and the stage of comforts has been reached 

Yet consumer’s surplus is not altogether fictitious as some- 
economists have tried to show We do feel frequently that we are 
getting in our purchases more than our money’s worth. This is the 
case with most of the things of comfort. Most of us will gladly pay 
one anna or more for a post card which we now get for half an anna. 
The surplus satisfaction obtained will be clearer if we had to live la 
a country where this cheap postal facility was not available or avail- 
able at a much higher charge. We obtain such a positive surplus 
in our purchases of many commodities such as electric light, news- 
papers and sugar whose prices have fallen due to progress m the arts 
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of production in industrnlly advanced countries. A Riven income in 
such countries brings more satisfaction than it v ould in a backward 
■country. In a city we get education, medical aid and entertainments 
•at a much lower cost than in a remote village, and the resident of such 
a village realizes this as he moves from the village to settle in a cit>. 
Consumer’s surplus is thus largely dependent upon conjuncture of the 
consumer, i e , circumstances prevailing in the place and time in 
•which he is placed. 

The existence of consumer's surplus in expenditure of income 
has significance in problems of practical economic life It mea'^ures 
the extra amount of money which i consumer can spend on a com* 
tnoditj, and this is taken advaniagc of bj the monopolist producer 
and the finance minister. The monopolist can and does try to 
squeeze the surplus by curtailing output and raising price of the 
monopolized .commoditj. The i ix gatherer is also on the lookout foV 
this surplus and tries to annex it to the state treasury by putting 
taxes on commodities yielding a substantial surplus 

Substitution in Consumption. 

Production is concerned with the earning and consumption with 
the spending of*income As a producer a person tries to maximize 
uncome by increasing output and reducing costs of production, as a 
consumer he tries to maximize satisfaction by the wisest possible use 
•of the given income. And wise spending means that each unit of 
•money income IS used to obtain that commolity or its unit which 
yields maximum utility For this substitution of more for less 
-satisfaction yielding goods ,s necessary And of course maximum 
•satisfaction is obtained v^hen marginal utility of money income spent 
■upon various commodities and services is equal The place of the 
principle of substitution and the law of equi-margmal utility in 
consumption has been more fully considered m Chapter IX, Pages 
78-81 

Spending and Saving 

The principle of substitution and the law of equi-margmal utility 
are of universal application m the utilization of limited resources at 
the disposal of an individual, family, firm, joint stock company or 
public authority, whether such resources are of the nature of 
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The three curves a, b and c show the units of utility or satisfac- 
tion derived from using successive units of money income over 
spending, saving and chanty respectively. It is supposed that a unit 
of money and each viiut of utility derived are equal in value. The 
positions of the curves denote the order of importance attached by a 
person to present wants, future wants and wants of others. Now if 
a person earns Rs 8 per d ly be will devote Rs 5 to spending, Rs. 2. 
to saving and Re. 1 to chantv to keep marginal utilities of income 
equal in each case and obtain maximum satisfaction The same three 
curves may be used (or necessaries, comforts and luxuries respectively 
to illustrate the distribution of tne whole of the day's income over 
satisfying the day’s needs as many people with small incomes have to 
do Saving and charity curves in this case will he below the line L^I» 

In the distribution of income over the three item^ the peculiar 
tastes of the individual and the size of his income have great in- 
fluence over his decisions Yet certain considerations of general 
economic importance may be noted. 

Spending. The most pressing claim on the available income 
IS that of the satisfactiori of inimedtcile wants of the individual and 
the members of his family. And here though economy is necessary 
petrstmony is unjustifiable After satisfying the wants for barest 
necessaries claims of necessaries for efficiency and moderate comforts 
which increase efficiency and future income, must be given due 
weight. In deciding about the amounts to be spent upon different 
things the law of eqm marginal utility has to be pressed into service, 
but here also the judgment of the individual about quality and his 
ability as a bargainer are of great’heip Choice of right quality and 
quantity and avoidance of waste in the kitchen and the wardrobe are 
necessary from the point of view of cornmon sense as well as that of 
economics. 

'Harmful ccnsumption’, which connotes not only drugs and 
liquor but also 'overeating', ought to be totally avoided while pro- 
pensity to indulge in luxury needs curbing to tbs utmost. The former 
IS positively injurious , the fatter also makes for indolence and 
inefficiency after a certain point The claims of the future against both 
are doubly important Both lead to the starvation of the future wants 
by leaving less for the future and reducing the future income. Very 
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jften such spending leads to ‘trenching upon capital' !• e spending' 
jf past savings and disappearance of future income which capital 
irings. It may go further and create indebtedness, which means- 
lonsumption of future income and further starvation of future wants- 
F'or, loans are obtained on the security of future income, which is thus 
nortgaged. 

A word may here be said about expenditure on conventional 
lecessaries"' These are usually most unnecessary necessaries, and 
lappen to be the cause of the bulk of rural indebtedness# Both rural 
nd urban masses in India spend large amounts relatively to their 
icomes on various ceromonial feasts and the source is usually loans,- 
jr the income is barely sufficient to meet even the pressing wants 
F the present Remedy for indebtedness lies partly in reducing 
vpenditure on such conventional vvants and partly in increesing the 
icorres Unfortunately, expenditure on things which increase 
ficiency, such ,as proper feeding and education and training of the 
iildren, tends to be starved by the masses, though of course this is 
ae partly to the smallness of income. 

Saving The part of income that is saved is available for 
;tisfying future wants, and with the satisfaction of present wants on 
reasonable scale the urgency of future wants appears and leans to 
ving Wants of the future are of various kinds and vary in their 
gency There are those that are foreseen such as maintenance of 
e individual after retirement and education and marriage of 
iildren , others are im/oi esee/i, liable to occur under certain conti* 
ncies such as sickness, unemplov'ment and accident There is a 
ird variety, namely, ambition to raise the economic stutus of the 
aitly. A prudent man ought to provide for all of them to the extent 
it his income allows. 

Saving IS of great importance for economic welfare Income 
It IS saved is helpful on the ‘ra.n> day’ even if it is hoarded. But 
len inv ested it grows at compound interest and raises the future 
lome and economic status at a progressive rate. Profitable 
estment of savings has now become easy through the establishment 
banks and joint stock companies Without saving a family is 
ejected to untold suffering in times of adversity, and debt incurred 
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to tide over a difficulty leads to pauperism as surely as saving leads 
<0 prosperity. Yet, saving ought not to be carried to the extreme at 
the cost of essential needs of the present Miserliness is false 
economy and hinders economic progress. Wise course is to maintain 
proper balance between spending and saving. 

Charity ought also to find a place in the disposal of income. 
After both the present and the future wants have been provided for, 
(help to neighbours in distress ought to claim our attention. At any 
rate their barest needs for food and clothing ought to have precedence 
over our wants for luxury This in'ght appear to be going beyond 
the province of economics and stepping inio that of ethics. But 
even economically the satisfaction of the community ns a whole 
increases if income spent upon non essentials by the more well to do 
IS transferred to the poor for expenditure upon essential need=. 

Social side of apendfng and saving. The way in which an 
individual uses his income affects not only litmself and his family but 
also society as a whole We have already seen hoW economic well 
being IS increased by wise charity. It m ly prevent whole families 
from being ruined by starvation dtiring sickness , it mav make them 
prosperous if assistance is extended in the education and training of 
their children. The part of income withheld from chanty may satisfy 
just sensual wants of the rich and lead only to their own degradation. 
This discussion really extends the principle of substitution and equi 
marginal utility over a broader fi«ld. We are here comparing not 
only the strength of the pre'eni and the future wants of an individual 
but also the strength of his >i mis with the strength of the wants of 
■other members of society. 

But expenditure on luxury and harmful consumption has other 
more serious social evils It leads to the drncrsiou of capital and 
labour from production of necessiriea to ih it of luxuries and things 
injurious to the health and mor ils ol joth the users and the producers, 
and to that extent It is bound to affect adter'-ely the present and 
future economic well being of aociety. Thus cousumption of liquor 
injures the health and character of the u=er md cannot but affect 
similarly tho>.e engaged in iis brewing and distribution. It is a 
■matter of common knowledge thaf idlera, gtmblers and thieves are 
largely recruited from drunkards and persons engaged in liquor and 
drug traffic. 
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It !S a false notion to suppose that extravagance in expenditures 
creates employment. Income spent in charity or put in banks that 
lend it to producers and traders creates demand for goods and employ 
ment no less than income spent directly upon luxury. Diversion of 
income from indulgence in extravagance to charity or bank deposits 
substitutes employment in more wholesome occupations. Another 
wrong idea that prevails among certain people is that destruction of 
goods such as deliberate breaking of glass panes creates employment. 
It will be correct if money spent o\et refitting of glass panes in the 
doors and windows will otherwise be boarded But if, as is usual, it 
IS used on other things or put in banks, it will provide employment. 
Destruction of property is thus pure economic waste from the point 
of view of the individual owner as well as of society. Persons 
engaged in making and refitmg glasses will otherwise be engaged in 
producing some additional xoealth instead of just replacing that 
which has been destroyed- 

Saving. We have seen how saving and its absence affect the 
economic life of a family. Saving leads to prosperity and its absence 
to poverty if not total rum. But they are of great significance to 
society as well. A family is a unit of society, which is made up of a 
large number of such units. The aggregate of economic prosperity 
and'poverty of families makes up the prosperity and poverty of society 
as a whole. But saving by families increases prosperity in another 
manner. As savings and their investment increase, 'the capital 
equipment of the community in the shape of machinery and factorjc 
buildings grows and so does its productive power. As savings shrink, 
the productive apparatus and Us output fall 

Every rupee that IS saved is either invested by the saver in his 
own business if he owns one or lent to some one else , or it is put on 
deposit in a bank, which lends it to its customers. In each case the 
savings result in the formation of capital goods and increase of 
consumption goods available for the use of the community unless of 
course, the loan is used by the borrower directly for consumption. 
Saving IS undertaken by firms and companies also in the form of 
reserves of profits and sometimes by governments out of revenues to 
build canals or railways When spending increases and the flow of 
savings becomes weak the speed of capital formation and increase in. 
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output of goods gets slowed down* If savings cease the demand for 
-capital goods disappears Then not only does the growth of capital 
stop but also its renewal which is constantly necessary because of 
perpetual depreciation This will mean complete disappearance of 
lactones and workshops in course of time* 

Sometimes, as during periods of war, capital is more directly 
consumed The needs of war may be met not only by postponing 
renewal of capital equipment but by its direct utilization in fighting. 
Thus motor lorries used in transporting raw materials and finished 
goods between the farm and the factory and between factory and the 
consuming centres may be utilized for transporting soldiers and 
anmunilion to the theatres of war This we may call li\ing upon 
capital by a nation. It pauperizes the nation just as it pauperizes 
the individual who starts consuming his capital built out of past 
-savings The present situation created by world war II m India and 
many other countrie® is evidence of such capital consumption It of 
course occured even though savings by indu iduals, companies and 
other bodies continued during the War, because such savinge flowed 
directly and through banks into war loans, which were iitihzed in 
'feeding the ‘War Machine' instead of the country’s productive 
machinery to which such savings accrue during peace time Our 
factories and our railways have been starved of repairs and renewals 
and their reduced productive capacity is the cause of much of the 
existing scarcity of consumer goods and economic distress. 

No doubt, excessive saving at the cost of spending is injurious 
to social interest as it is to that of the individual. Such undue extent 
of saving means rum of health, happiness and productive efiiciency of 
■the individual and his family In the social field it leads to under 
consumption and over prodi ction, trade depression and unemployment. 
Excessive flow of savings towards capital formation leads to a glut of 
goods in the marker for which there is no demand. Prices of con 
sumption goods poured fourth by the old and new factories fall . 
profits decline or vanish , production is curtailed and workers of all 
types are thrown out of employment 

On the whole individual and collective saving is of great 
importance to social well being and is encouraged by the state by 
-such measures as exemption of saved income and undistributed profits 
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■of companies from taxation Sometimes higher rates of interest are 
allowed on small savings deposited in Postal Savings Banks to induce 
■persons of small means to save. Government of India is jast now- 
trying to do this, partly to promote saving but primarily to fight 
inflation, which is causing great distress to large sections of the 
population. The real cause of the malady which has appeared in the 
shape of inflation or unduly high prices lies m the diminution in 
•capital equipment during the war. Plenty of money and high prices 
are evidence of the relative scarcity of capital goods and of 
consumption goods which the former help to put out. 

Unfortunately the government of India is discouraging saving 
and investment by its inclinations towards socialistic ideology of 
limitation of profits and dividends and nationalization of private 
undertakings. If savings invested in factories are in danger of being 
■taken over by the state at arbitrary prices, or annual yield on them 
is limited to a small percentage without compensation for risks 
of loss, saving will either not be undertaken or hoarded in the 
iorm in which it can escape control and confiscation. As currency 
notes and bank deposits have become subject to commandeering by 
the state along with factories and farms we see these days the 
phenomena of hoarding of gold and silver on a large scale. 

Of course saving by individuals can be dispensed with if the 
state undertakes this on its own account as in Soviet Russia. But 
then private enterprise and private saving have both to be abolished 
together We cannot combine state sa\ing with private enterprise. 
So long as the state is not able to take over both, freedom of enterprise 
IS necessary for saving that is required for renewal and growth of 
capital equipment. 

Standard of liidng. 

Modes of Spending and saving are greatly related to the size of 
income and to the modes of thought and living of a people. The kinds 
and quantities of necessaries and comforts of life consumed by them 
■are determined by their incomes and habits and constitute wbat is 
termed their standard of living. Standard of living of a class of 
people may be defined as the amount of necessaries and comforts of 
life to which they are so accustomed as to postpone marriage and 
begetting of children until income is sufficient to procure the customary 
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needs of the family’ This means that there is a strong will to- 
maintain the standard and to resist its lowering This is true of the 
class as a whole , some individuals in each class are of course continual- 
ly moving up and down the class scale due to marked differences 
of ability, character and chances beyond their control 

The standard of living vanes from clsss to class, from country- 
to country and from time to time according to variations in incomes, 
climatic conditions and habits of living. Within a class, however^ 
great sfabtltiy in the standard of consumption tends to prevaili 
bringing about considerable degree of uniformity not only in diet, 
dress, lodging and other common needs but also in the modes of 
working and earning of income. This perpetuation of the standard 
of living is good in so far as it prevents loucring down of the standard 
of comfort and productive efficiency, it is bad to the extent that in 
the words of Proof Chapman ‘it suppresses all individuality and 
retards change for the better”. Just as cuts m income are resisted 
by strikes, postponement of marriage and extra or overtime work, iF 
necessary, rise m wages and standard of comfort may be resisted by 
slackening of effort or greater propensity to early marriage and in» 
crease of family, Indian factory labourers are said to absent 
themselves from work on a larger number of days when wages are 
raised. Thus mere increase m earnings need not raise the standard 
of living. The additional income may be put to so many alternative 
uses such as (a) increase of family, (b) greater leisure or idleness, 
(c) more consumption of liquor and drugs, and (d) raising of the 
standard of living. The first two uses leave the standard untouched , 
the third may easily lower it , the fourth is commonly agreed to be 
the right use. 

The standard of III ing of Indian masses, both rural and urban, 
IS very low inceed It is proved both by the study of actual budgats 
of consumption and the low per capita income in India, which was 
estimated by Dr V, K R V RaoatRs 65 perhead per vear in 1931 32 
It went up to Rs. 114 m 1^42 43 against an inflation of 100 per cent 
in prices and of course must be much higher today in terms of monev. 
But the difference n ren/ i«co;Ke cannot be at all appreciable, except 
in the case of the farmers In fact, m the case of the factory workers 
real income must be lower due to the rise m prices and cost of living 





Ibeing mudh higher than the rise in their wages* And even this small 
(per capita income gives a false idea in so far as it is an average of the 
'incomes of the poor and the rich together If the incomes of the rich 
•and middle classes are left out, the per capita income of the masses 
I TVill come to something much lower than Rs. 114 per year This 
[ ■means that the vast bulk of the Indian population lives in great misery 
f and stands'in need of an appreciable rise in its standard of living* 

! 

A rise in the standard of liring from the barest subsistence to 
a reasonable level of comfort is necessary on several grounds. Firstly, 
feelings of humanity revolt at the thought of crores of half starved 
' people living in scanty, ill ventilated and insanitary mud hovels m 
"the villages and city slums. Secondly, weak health and life of hopeless- 
ness and drudgery make them inefficient producers and perpetuate 
* poverty Thirdly, all their sense of prudence and progress is deadened , 

: Ihey marry and procreate thoughtlessly and thus bring down 
’ 4he already low standard of subsistence to progressu ely lower depths 
: Fourthly, their inefficiency and poverty drag down society at large 
by lowering the country’s productive power and increasing vice and 
: crime, which always thrive in slums and spread outwards. Once their 
i standard of living risest they are put on the road to sure progress. 

Hope, ambition and efficiency return and enrich their and their 
«i children’s lives. Thus the various plans drawn up by public authori* 
ties and private agencies in India to increase production and raise the 
standard of living of the people ought to be welcomed and executed 
■with the least possible delay. 

A word of caution is, however, here necessary and that is that 
standard of living should not be made a fetish The natural resources 
■of India and of the world as a whole are after all limited, and not- 
; Withstanding the great progress in sciences and arts that has and is 
j taking place it will not be possible for wealth production to outstrip-, 
•■ the growth of wants of an ever expanding populatioir^ j 
_;|3ndividuals apart, some limit to ihe^ standard of comfort of the people ^ 

, as a whole is inevitable and ought to be accepted. Constantly increas- 
ing national and group ambitions to raise standards already high as in 
America and even Germany before the World War 11 lead to inter* 
^-*®alional conflicts and perpetual class struggles inside national 

^ boundaries. A smaller or larger number of individuals and families 
i 10 
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can attain really high incomes and standards of consumption accord- 
ing to ibeir ability and character and the natural resources available- 
in a country. Marxist philosophy and programmes can bung 
down these few exceptionally high incomes but cannot bring 
up the standards of the masses to these heights 
Study of family Budgets and Engel's Law 

Collection and analysis of acltial consumption budgets or in* 
comes and expenditures of families have been undertal.en in different 
countries from time to time with a \ lew to discover the actual facts 
and, if possible, to formulate laws or general tendencies Such know* 
ledge can then be utilized in impro\ ing or reforming consumption and 
economic life of the people. Interest in such studies has also been 
slimnlated by the rising criticism against deductive or abstract 
method employed by the classical economists in the formulation of 
economic theory ano by the emphasis now placed on inductive or 
statistical studies of the facts of practical economic life. 


Dr« Ernst Engel, a German statistician, pioneered in this field’ 
and published m 1857 a table summarising the expenditures of a 
large number of German families Since then several studies ha\e' 
been conducted in India. The following table gives Engel's statistics- 
along with similar figures compiled in India J — 


STATISTICS OF CONSUMPTION 


Items of 
Expenditure 




Percentage of expenditure of 


_ 1. Food or subsistence 
eq2. Clothing 
g3 Lodging (Rent) 
jg4. Heat and Light 

S5 Education & Worship! 
.g6. Legal protection 
1 7. Care of health 
^8. Comfort & recreation 
Total . 
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Engel’s Law, On the basis of the German figures given in this 
table Dr. Engel deduced the following conclusions which have been 
gi\en the name of Engel's Law . — 

0) The greater the income, the smaller the relative percentage^ 
of outlay for subsistence. 

(2) The percentage of outlay for clothing is approximately the 
same, whatever the income. 

(3) The percentage of outlay for lodging or rent, and for fuel 
and light, is invariably the same, whatever the income. 

(4) As the income increases in amount the percentage of outlay 
for sundries becomes greater. 

We may add a fifth proposition (5) Low incomes leave no 
margin for saving , as the income increases the percentage of income 
that can be saved becomes larger. 

The figures for Indian families contained in the table indicate 
certain peculiarities such as (a) the percentages of income spent upon 
clothing and lodging are lower than m Germany. This may be due 
to less rigorous climate of India , (b) the percentages of expenditure on 
different items vary not only according to income but also according 
to Provinces and' perhaps castes due to differences of climate and 
dietary, clothing and types of lodgings. Thus the percentage spent 
on clothing m the Punjab, which experiences extreme cold in th& 
winter, is higher than in' Bombay and Bengal which enjoy more 
equable climate , (c) the percentage spent upon comforts in India is 
relatively higher because perhaps the climate does not necessitatBr 
and Indians are not accustomed to, as high expenditure on necessaries 
as in Europe. In other respects the Indian and German budgets of 
consumption are more or less similar In both cases the bulk of the 
income is exhausted on necessaries in the lower income groups, 
leaving a small percentage for expenditure on comforts and nothing 
for saving 
„ t 

' The United Provinces Government has recently appointed Investi* 
eators to collect detailed figures of incomes and expenditures of 
' different sections of the people such as farmers, factory labourers and 
,/! educated middle .classes Such inquiries in the U P and other 

V 1 ' 

Protmces, if conducted on proper and comprehensit e lines over a 
number of years, may throw light on such things as 

y 

t 

1 

I 

f 


i 



( 148 ) 


(1) Variations in the standards of Imnpr of different economic 
classes prevnilinR in different districts or regions and provinces and 
changes for the belter or worse occurring in them over time. 

(2) Relations between different types of diets surh ns rice and 
-wheat and health and efficiency. 

(3) Connections between incomes and modes of cNpenditure on 
the one hand and prosperity (snring), poverty (indebtedness) and 
crime, on the other 

(4) Effect of climate on health and efficiency* 

(5; Changes in cost of living and wage'- — in other words the 
effect of inflation and deflation of currency on (tm standards of living 
of different classes. 

This knowledge may then he used to adjust wages to changes 
in cost of living and to improve the standards of liv ing of the Indian 
masses There is not the least doubt about the general standard of 
living in India being lower than in most of the v cstern countries 
Leaving comforts, alone diet, housing and clothing of the bulk of tht 
farming and labouring population of the country need much improve 
ment. 

Relation between wants and efforts 

Want IS said to be the root of all activity in the economic a: 
rn other spheres of life, and the character of economic v ants exphiEi 
the character of economic aclivitv Want for food is stronger that 
that for cloth and we find food produced before cloth. Each wanl 
IS satiable and we get diminishing utility from additional units ol 
a commodity , this explains variety in production Some wants 
are satisfied by more than one thing used together and more that 
one thing is produced together to meet the want Wants for food 
cloth and most other things recur and pro'fuction of all such things 
goes on continuously Wants as a whole are limitless and we ban 
limitless economic activity devoted to their satisfaction* As mat 
grows in civilization his desire for variety for its own sake increases 
and so does his desire for distinction His capacity for food is hmitec 
but not his want for cloth, shelter and comforts of life* The resiil 
is limited production of food so far as quantity is concerned bu 
ever increasing and varied output of dress, houses, furniture ani 
other things. 
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consitnption Ijndcf p\a>meA €cono»ii th>'' fre^ clioic** of the 
consumer will be K’^pelj restrifttt! even tbouph binnonj bcv rca 
production find consumption ma> become more direct nnd inurjedi'i'e 
in Eo far ns under free economy the Au'trainn farmer ta! es •'ome 
time in adjusting bis production in response to ebarces m consumer s 
preferences* To the extent that the proJucer« particidarly of 
manufactured Roods, e\erci>'ts influence os er tf'c con'utrerS cfoices 
through innumerable method'' of advettt'''ment and pibbcitj be 
reduces tlic consumer*', ^o'ertipnti cren under free ecotjomv, bat 
the final decision doss remain with 1 iin If tie is induced to 
purchase v rong things at wronp prices his s’upiditj istobbam'-j 
bis free choice is still there 

Progress In consumption. 

Progress in the field of p-oduction conns'*, a- \ e base seen, in ' 
the perfection of machinery and method* of production and distriba 
tion of goods and reduction m the co't*- of prot!m.t on to the mimmcT* , 
Of course real progress means reduction in r«ii cost” an I not merely 
an money costs, so that the strain o i the body and nimd of the 
producers may be leS'Cn'd. Ptor^rcss m corsjnp'ton comprises t“" 
(l) The needed rise III // e strtmfrr-f o/ con'iin /I'rofi o* the peop’e 
ID general so tint they will be fre^d from pov erty , tin' ery and the moral 
■flegralaiion (2) Improvcmint in ine iasiex of She tomsun ers *o 
that they! ill choose (or copsump'ion tlimgs that promote 1 ealrn and 
Jiappiness and shun all tnings winch bring only momentary sensual 
pleasures or rum their health and character and degrade the pioducers 
(3) Dcvdopiiicnt of proper juilpiitei t among the consumers as 
regards quality, quantity and price of the goods they purcha-e so tl at 
they may not be duped by the craftiness of the pro lucers into, 
purchasing bad quality and pay unduly high prices (4' Exercise 
of proper forestf(hl and prudence among the consumers, so that they 
s ill undertake enou.;{li saving to meet both foreseen and unforeseen 
s/ants of the future and to raise their economic status. This is nbo 

siecessary for formation of social capital and increase in productive, 

capacity. (5) Broadening of sympnO les, <^0 \ho,i the urgent needs 

of the infirm and the poor wiU take precedence .it least over their 

own wants for luxuries. This, as v,c have seen, increases economic 
welfare of society as a whole, (b) Harmony beixieen consumption 



CHAPTER XV 


EXCHANGE AND ITS MECHANISM. 

Exchange as a division of Economics deals with the study of 
*(l) the mechaiitsmot machinery through which wealth moves between 
<>producers and consumers on the one hand and (2) the theory of value 
or forces that determine the prices of goods and services. This chapter* 
■will deal, as its title indicates, with tbe mechanism of exchange, 
leaving the theory of price determination for treatment in a numbet 
of chapters that follow. 

What is Exchange Exchange as one of the several economic 
processes includes a number of activities connected with the movc- 
of goods from the producers to the consumers both through 
space and ttine> The person who purchases oil Ee*-ds in Agra and 
sells them in Calcutta is as much engaged in exchange as the person, 
who buys oilseeds in May and sells them in the following December. 
Among innumerable varieties of exchange activities we may note the 
following important types J — 

(l) Purchasing of the goods from one big producer such as a 
■cotton mill or collection from a number of small farmers , (2) Sorting 
of the goods into classes or grades where necessary such as that of 
potatoes according to size into big, medium and small , {3} Stocking 
•or storing of the goods from the time they are ready over the whole 
period of their consumption, particularly necessary in the case of 
■agricultural produce har\ested seasonally , (4) Tiansporting from the 
place of production to that of consumption , (5) Selling through the 
avholesale and retail dealers or directly to the consumers and 
*(6' Financing or providing the capital required to be invested in these 
processes, for money has to be found between the time goods are pro-^ 
duced or purchased from the producer and price recovered from the con- 
■sutner It may be noted that all these processes form part of production, 
^hey all create place or time and sometimes even form utility in the 
«oods handled in so far as the value of thc'^e goods goes on rising 
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at every move into time and space as otherwise they will yield no 
profit and will not be undertaken. Each person engaged m these 
activities IS therefore a producer in a very real sense. Exchanges is- 
thus necessarily a part of the productive process 

Evolution of Exchange Goods can be and were generally 
exchanged directly for goods in earlier economic stages. This is 
being done even now to some extent between nations and individuals 
and families within a nation. We call such exchange barter. But 
exchange by barter presents many difficulties, (l) Lack of comet- 
deuce of wants of the exchangers. It is, for example, not at all easy- 
for the person having more gram than he requires and wanting in. 
exchange a horse to meet immediately or in the neighbourhood another 
person who wants gram and has a spare horse to give in exchange- 
This difficulty was to some extent solved by the institution of markets/ 
and fairs where people with all kinds of surplus goods congregated 
from time to time , yet it remained if only because it meant much 

waiting. {2) Absence of a common measure of value. Even if twO' 

persons, whose surpluses and requirements coincided, it became 
difficult to compare relative values of gram and horse. Such a com 
mon measure is now provided by money (3) Difficulty of dividing 
things like horses. Supposing after much of higgling and bargaining 
it was agreed that a horse was equal to ten maunds of ^grain. Then 
if the horse owner required and the seller of gram had five maunds- 
to sell, the horse could not be cut into two to effect the exchange. 
These difficulties have now been overcome through the use of money 
as a medium of exchange which is universally acceptable and is 
divisible into smallest units. Thus barter or direct exchange has now 
been largely replaced by indirect exchange or .exchange by sale and. 
purchase. Very often this latter is termed simply exchange an 
direct exchange is called bartet. 

Exchange, the c’ v.sion of labour and large scale production 
are closely connected , they grow together and are joined by means of 
communication and transport in the simultaneous onward march of 
the four. Ease of exchange makes specialization and large output 
possible, while specialization in production by individuals, group- 
er localities necessitates and helps the development of exchange 
Posts, telegraphs, railways and steamships on their part facilitate 
exchange and promote the division of labour, which m their tnrr 
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make the opening and development of railways and steamships 
, profitable enough to be undertaken* The same may be said about other 
factors of e^jchange such as banking and insurance, which promote, 
^nd are promoted by, exchange of goods Thus we see that the pro- 
gress of exchange and its mechanism is interdependent. With the 
improvement in' the means of transport and facilities of exchange 
specialization has grown even in agriculture, e. g., cotton growing in 
the Deccan and sugarcane in the Ua P. 

Advantages of exchange ( l) Exchange increases the produc- 
tive capacity of all the parties engaged in it* — whether they are 
individuals, groups or nations — by enabling them to specialize in the 
production of goods and services in which their effort is most effective. 
Thus exchange helps to secure the varied advantages and economies 
of the division of labour and large scale production, and puts at the 
disposal of each party the benefits of the skill and resources — natural 
or acquired— and larger output of goods of itself as well as of other 
parties. The weaver of cloth gets more grain and the farmer more 
cloth per day of labour put in in their respectue occupations. (2) The 
utility of the goods exchanged increases, each party getting more 
satisfaction from the goods obtained than it would from the goods 
parted with Due to the operation' of the law of diminishing utility, 
the surplus units of goods produced or possessed by a person have 
less utility than the goods of the others of which he has none or less. 
Utility of a horse to the breeder is less than that of 10 maunds of 
gram which he obtains in exchange. Similarly 10 maunds of grain to 
the farmer have less utility than a horse. (3) Exchange promotes 
variety in consumption and increases the satisfaction derived from a 
given amount of income in money or kind resulting from a given 
amount of productive effort Because of the law of diminishing 
utility more units of any one commodity bring less satisfaction than 
some units of other commodities obtained thiough exchange. These 
substantial advantages of exchange benefit all parMes and accrue 
equally, if not in a larger measure, from exchange of goods among 
countries possessing varied natural resources and human talent. 

Mechanism of Exchange. Exchange has been likened to a 
bridge over which goods pass from the producer to the consumer. But 
It IS neither so straight nor so short as the longest bridge connecting 



the two banks of a river. Modern exchange mechanism contains more 
parts and mvohes more processes than those of the biggest factory 
we can conceive of ^\'e ha\e already seen the important processes 
invohed in exchangelsuch as purchasing, storing, financing and others. 
Each of these requires a host of r.orkers and apparatuses of difTerent 
kinds, some of which here may be noted, (1) ^UVdlcvtcu Each, 
■one of the processes may be earned through by a number of wholesale 
and retail dealers* Thus oilseeds are collected by Milage traders and 
brought to the Mandi, from where they are purchased through Arhtias 
by (a) Stockists who sell to the oil mills which sell oil through 
wholesale and retail dealers to the actual consumers (bl Exporters 
like Ralh Bros, who send it to ports for shipment to foreign countries 
Manufactured goods in their turn reach the consumer through a chain 
of wholesale and retail dealers and (c) Speculators who usually 
purchase and sell huge quantities of most seasonal agricultural pro 
ducts and minerals without touching a single ounce of any of the 
commodities they deal in and yet greatly influence their prices as we 
shall see in chapter XVII dealing with speculation (2) Weighing 
machinery A large number of weights and measures have to be- 
used at each step along the journey of the raw materials to the 
manufacturer and back to the consumer* Not only does an army of 
"Tolas (weighers) but a number of different kinds of weighing appartitus 
assist in this — from the simple village balance to the spring balances 
commonly seen on the Railway stations and huge weigh bridges, 
which register weights of the whole cartloads (3) Grading and 
canning of goods are developing fast and both public and private 
agencies are engaged in classifying goods like ghee so as to fachtate 
exchange. Perishable goods are canned or moved in cold storage 
V’ans to prevent deterioration in transit* (4) Means op Coniniunication 
and Transport Apart from the bullock cart, the motor lorry, the 
Railway goods waggon and the cargo steamer the importance of 
whose services in the exchange of goods is so universally realized, 
the post office, the telephone and cable and the radio play no less 
an important part* Goods move after the prices have been settled 
and orders communicated through one or more of the means avail- 
able for receipt and despatch of commercial messages. (5) Money, 
Credit and Banking We have noted how the use of monej facilitates 
exchange* But if money m the shape of coins and notes alone were 
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•whose buyers and sellers, though spread over many countries, are 
constantly in touch through telegraphic and radio messages and are 
continually buying in places where prices are low and selling where 
they are higher. 

Equality of price. Prices are thus equalized through the movement 
mf goods from low price to high price regions just as temperature is 
equalized through movement of air from low temperature (therefore 
high pressure) areas to high temperature (therefore low pressure) 
-areas. Of course at different points within a market price of the 
commodity may differ to the extent of the cost of transport including 
insurance, brokerage and bank commission and of course export and 
import or octroi duties, if any, payable by the purchaser. Thus if 
cost of transporting a maund of wheat between Cawnpore and Agra 
is Re 1, the price at the two places cannot differ by more than 
a rupee per maund* So long- as the difference is wider it will 
-remain profitable to purchase at one place and sell at another , and 
this will in due course equalize price* It is of course essential that 
difference in prices ruling at consuming and producing centres should 
■remain higher than cost of transport to allow constant movement 
from the latter to the former centres. But the difference is narrowed 
by competition to the minimum necessary to induce traders to 
•undertake continuous movement Thus price of wheat in Bombay 
should always be higher than, say, in the Punjab. 

Space and Time Markets, just as the market for a commodity 
may extend over a smaller or wider area it may also extend over a 
shorter or longer period Price at different places or localities within 
the area of the market is equalized through movement of goods 
from low to higher price points in space , price at different points m 
time may be equalized by purchasing at a time when price is lower 
and selling when it is higher Thus most traders purchase wheat 
(or other commodities) immediately alter harvest, store it and sell it 
"throughout the season until *ijt next harvest is ready. And this, 
as we shall see in the chapter on speculation, is more extensively done 
by the speculators who undertake such transactions called Utite deni' 
tugs or futures at the smallest margins and thereby narrow down 
_rto the minimum the difference in prices of wheat fuling at different 
"times of the year. Of course, the dif|erence in price ruling 
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fishermen will work •shorter hours but not leivc the occupation 
altogether, so that supply will be reduced to sonic exent' The price 
v’lll thus conform to cost more closely (but not fully of coarse) 
during the short period than during any one day , and such a price 
may be termed short period or sub normal price, and the market 
extending over such a period is short period market (3) Lotsp period 
market and normal price. ‘Long period’ is taken to mean that 
period of time during v Inch supply can be fully adjusted to the 
chances in demand for a commodity and the price therefore conforms 
fully to the normal cost or normal supply price. This full adjustment 
in supply IS brought about by increase and diminution not only m 
the output but also in the capital and labour engaged in producing or 
in what are called the agents or factors of production. Taking again 
the example of fishing industry, nets and fishing boats can be m 
creased and sufficient number of persons trained to use them properly 
during the ‘long period' if the short period or sub normal price happens 
to be higher than normal cost or price during that period. If, on the 
other hand, such sub normal price is lower than Ine normal cost, some 
nets, boats and fishermen ty ill move to other occupations, and daily 
catch or supply will thus be reduced sufficiently to bring up the price to 
the level of normal cost. Tne price in the long period market 
thus conforms fully to the normal cost and is called the normal prtce> 
<4) Secular market and price. Then dunng a still longer period, say, 
a generation, chaupcs in demand such as those caused by variations 
in output of gold, growth of population and .alterations in its tastes, 
and changes m costs and supplies caused by progress in science, 
invention of machinery and improv'cment in the methods of production 
and transport or by exhaustion of mineral deposits, have enough time 
to get fully adjusted to each other and the norma! cost and norma! 
price themselves move downwards or upwards according as costs fall 
or rise. Market extending over such a period is the secular market 
and price tending to prevail in it is the secular pnee. 

It may be noted that there cannot be any sharp line of division 
between these four different periods and their corresponding prices , 
there is constant continuity, one merging into the other Again the 
lengths of these periods cannot be fixed absolutely in days, weeks or 
years for all industries What is long period for fishing industry 
may be just the very short period' for cotton manufacturing industry. 


{ 163 ) 


The lengths of these periods thus differ from industry to industry 
according to the time taken in increasing and reducing output and 
ithe appliances of production themselves. The larger and the more 
coraplicatecl the nature of specialized machinery and skill needed in 
an industry the longer is the period required to bring about full 
adjustment and vice versa. For example, the supp’ies of sweetmeats 
fike laddus and jalebis and of the apparatus of their production such as 
pans and spoons can be increased and reduced easily within perhaps 
a few days or at the most a few weeks. An understanding of these 
•different periods and prices is necessary for the proper grasp of the 
theory of value developed in the chapters that immediately follow. 

Factors governing the extent of the markets for different 
•commodities The extent of the market for a commodity is governed 
by the following factors both as regards space and tune (l) The nature 
•of demand. Commodities which are universally demanded have a 
wide market such as gold, wheat etc . while those like Turkish caps 
,'or dhoties have a market limited to the area where their demand 
exists. These two things are used mostly in India and their market 
IS limited to this country even though they are produced in other 
countries and sent to India. Similar is the case with ghee, though 
it is also consumed in some of the adjacent countries to which 
Indians have migrated. Its production is, however, confined to India 
from where a little is exported to those countries The extent of the 
■time market for commodities demanded for a short period as during 
coronations and deaths of kings is naturally short. So also is the case 
with those having seasonal derrand such as woollen cloth. 

(2) The nature of supply. Commodities produced^in large quan- 
tities under increasing returns or diminishing, costs, such as most 
manufactures, have a wide market, as it is more economical to pro- 
duce them at one place and distribute them over a large area than to 
produce and sell locally in small quantities. Such is also the case 
with commodities which have wide demand but can be produced in 
a few places only due to natural causes such as occurence of suitable 
■soil and climate and mineral deposits being confined to those places. 

(3) Durability. Other things being equal, the more durable 
•a commodity, the wider the market it will have ^both as regards 
space and time. On the other band, perishable commodidies like 
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fish have a local market* Dried fish being more durable has a. 
■wider market* For the same reason ghee has a wider market 
than milk. Perishable commodities cannot stand the time taken 
by transport over long distance. Freezing and cold storage are now- 
tending to extend markets for such commodities* 

(4) Portability or Value tn relation to bulk and -weights Things- 
having high value in small bulk, like gold, hav'e a wider market, while 
in the case of heavy goods having small value such as bricks, the 
market is limited. This is because the cost of transport in their case 
IS so high as to make their price prohibitive beyond a certain distance 
or at any rate it becomes higher than the cost of producing them 
locally. 

15) Cognizabtlily or Ease with which a cotnmodtty can be 
purchased and sold from a distance bV meie description Thus 
goods of uniform quality like gold or those possessing •welkdefined 
grades such as cotton, wheat, butter, wooU have a vtider market than 
goods like ghee whose inspection before purchase is necessary* Grad*'’ 
ing of ghee by government Inspectors with ‘Agmark’ seal is expected 
to extend the market for ghee over a wider area. 

Several factors have recently extended the markets for commodities 
m general The quick and cheep means of communication and 
transport have reduced the costs of transport and made possible the 
transport of perishable goods over long distances. They lia\e really 
enhanced durability and portability of goods by quickening speed and 
reducing cost of transport. Similar has been the effect of freezing, 
canning and cold storage of perishable goods Thus salted meat and 
butter have now a much wider market than they had before these 
processes were introduced Banking and insurance facilities have 
also extended the markets in general, as they have facilitated payments 
and reduced costs and risks of long transport respectively. Progress 
m means of communication and transport and extension of advertise* 
ment have tended to standardize tastes throughout the whole world 
and uniformity of machine made goods has in its turn fed and streng 
thened these tastes Thus tinned foods, cosmetics, medicinal drags, 
safety razors and innumerable manufactured goods of other types 
have a world market* Adoption of the gold standard or its variant, 
he gold Exchange , standard, almost throughout the industrially 
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advanced countries during the last quarter of the 19th century 
extended very largely international trade by stabilizing the exchange 
rates and reducing the risks and therefore costs of imports* Free 
trade policy adopted by Great Britain and adhered to even now by 
most countries in regard to food grains and raw materials has 
extended the markets for raw produce thronghoqt the world* 

However certain factors tend to restrict or limit the width of 
the markets for commodities they affect. Most obvious are direct 
restrictions such as prohibition of imports, fixing of quotas or quanti- 
ties of certiin commodities that can be imported from other countries 
Similar effect is produced by exchange restrictions such as now 
operate in India and other countries in regard to very restricted 
availability of dollars for payment of goods imported from America 
and other dollar area countries Markets are also restricted by imposi- 
tion of new customs duties, enhancement of the rates of old duties, 
and increase in the costs of transport and insurance such as always 
occurs during war time* National or internal markets are themselves 
narrowed by restrictions on movement of commodities from one 
district or region to another. Such restrictions on food grains, cloth, 
gar and many other goods have been common in India since the last 
war started in 1939 , many are still continuing. Transport 
bottle-necks or scarcity of railway waggons available for moving 
commodities from places of plenty and low prices to those of scarcity 
snd high prices have worked in a similar direction It 's these factors 
which explain wide differences in prices of the same commodities 
prevailing in different parts of the country. 

Perfect and Imperfect Markets. Equality of price of a commodity 
being an essential criterion of a market, such price equality and what* 
sver brings about such equality most easily and quickly are necessary 
characteristics of a pcr^cf wurhef. Existence and free exercise Of 
competition among buyers and among sellers are therefore essential. 
To the extent that competition is impeded and price differences persist 
market is itnperfecU Perfect and imperfect markets are thus directly 
the results of perfect and imperfect competition 

A. perfect market for any commodity connotes several things. 
There must be many buyers and many sellers competing with one 
another for purchases and sales of the same contmodity. Secondly* 
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tbe competing buyers and sellers must be fully aware of the market 
conditions and freely buying and selling without any restrictions from 
outside agencies or hesitation from within Thirdly, as a result of the- 
above conditions' the same price must rule for the same commodify 
at the same time throughout the market 

Thus a perfect market is necessarily one in which all the buyers 
and sellers are in free intercourse, either personally as in a local 
market or by means of telegraphs and telephones, which facilitate quick 
communication of prices and orders and by means of cheap and quick 
means of transport which assist deliveries of goods sold and purchas* 
ed Further the commodity dealt with must possess extensive de^ 
mand and supply, be of uniform quality or grade so as to be capable 
of being purchased by description only, must be durable and portable, 
that IS, the cost of transport must not be prohibitive The best 
examples of perfect markets are the various exchanges such as the 
stock and cotton exchanges of Bombay, where buyers and sellers are 
in the closest communication with one another and costs of transport 
are almost ml All shares of a company of the same class and all the 
bales of cotton of any of the common grades are of course exactly alike* 

t 

An tmperject market is one in which price differs because competi- 
tion IS ttnperjecf, which has been defined as ‘‘competition between 
sellers under such conditions that the individual seller is able by his- 
own a''tions to exert some influence upon the market pnce,’'i Such- 
influence of a single seller may arise under three conditions • — 

fl) A retail market is more imperfect than a wholesale one because 
the average consumer is less careful than a wholesale or retail dealer 
about paying the correct price for the quality he is buying Individual 
purchasers usually buy from the nearest or customary shop , few of 
them undertake inquiries every time they buy their requirementsv 
The market for second-hand books is imperfect for tnis reason 
and two or more purchasers of the same book may pay entirely 
different prices to different or even the same dealer®. 

*2) Growth of trade marks and special brands, particularly of 
manufactured articles, easily allow different prices to be charged- fot 


1 ELonomics Faurchild, Fnmiss and Buck p 151 

2 See Benham Economics [Second Edition] p 26 
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more or less similar articles produced by different firmE» Advertise- 
ment influences the minds of the consumers» who become willing to 
pay highef price for particular brands they become familiar with- 
in a sense such articles partake of the nature of monopolized commo 
dities as we shall see laterj. 

(3) Restriction of competition to a few big sellers- Out of the 
millions of farmers who produce cotton no one can raise the price of 
h’s cotton by reducing his output- But one of the four or five producers 
of cement can raise to some extenti even though small, the price of 
their own make by reducing output Thus the more imperfect the 
maiket the greater is the power of the individual seller to chatgre 
higher price for the part of the total output supplied by him in the 
market as a whole- Where there is a single seller or monopoly 
competition is entirely absent and the power to raise price is greatly 
increased. 

Value and Price No exchange transaction is ptiSsible until 
relative values of the goods exchanged are evoloved and agreed upon 
between the parties concerned- The process through, and the space 
and time limits within, which the values of commodities get fixed up 
constitutes the market mechanism which has already been described 
The actual point at which the value of a commodity settles is deter- 
mined by the relative strengths of their respective forces of demand 
and supply and constitutes the subject matter of the remaining 
chapters of Part IV of the present volume. As values of commo* 
dities are nowadays almost universally determined and expressed 
in terms of money which we call prtce it is necessary here to have 
as definite an idea as possible of the relation between value and price- 

jThe term Vahie is used in the sense of utility v/ben we say air is 
of great value to human life When used in this sense by economists 
It IS generally indicated by the expression value in use Ordinarily 
value stands for value in exchange, which means value of one 
commodity in terms of other commodities It shows the relationship 
between the values of two or more commodities. For example, if 
One maund of rice exchanges for two maunds of wheat the value of 
rice IS double that of wheat and of wheat half that of rice. The 
same relationship is indicated by the prices of such commodities. 


1 ChftpteVnn monopoly 
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for example, if the price of wheat is Rs 25 per maiind and that of 
trice Rs 50 per raaund, the relationship between values of wheat and 
nee IS the same as before* Thus value and price are indenticaU Use 
of money and expression of values of all commodities in terms of 
prices at once establishes a precise relationship between their values 
and facilitates exchange. 

Prices of things thus indicate their values, and the difference 
hefween prices of two things measures the difference between their 
values* Yet the difference in prices does not necessarily indicate 
■difference in utility, usefulness or value in*use Ghee is decidedly 
more useful than opium to human life yet the price of opium may 
ibe fifty times higher* Another important point to be noted is that a 
rise or fall in tne price of a commodity does not necessarily mean a 
rise or fall in its value as compared to another commodity unless the 
price of that other commodity does not change or changes in the 
reverse direction. For example, if the price of rice rises to Rs 100 
■from Rs* 50 and of wheat to Rs 50 from Rs 25 per maund their rela- 
itive values ate still the same When there is inflation, as it is in India 
and so many other countries )ust now, prices of commodities in general 
irise but not their lalues Again, a general fall in prices consequent 
■on deflation does not mean fall in values 

Value or price is of great significance in a free or competitive 
■economy The price of a -commodity regulates and harmonises 
■consumption, production, exchange and distribution of wealth, which 
means in effect all kinds of economic activities Thus high price of 
a commodity reduces consumption and stimulates production and 
corrects its own cause, namely, excess of consumption over production* 
A low price stimulates consumption and reduces production and 
brings about balance disturbed by relatively large output and low 
consumption »Farther, higher price of a commodity in one locality than 
in another explains all the varied kinds of exchange activities, connec" 
ted with the movements of such a commodity , and it influences 
distribution by raising the incomes of ‘he people engaged in its 
production, increases their consumption ?iid leads to the mobility of 
labour and capital to it from other localities or trades* 

The important problem that now arises is how value is determined 
and demands answers to such questions as why is the price of ghee 
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According to it the 'arger is the amount of a com modity supplied 
'Or offered in the market the lower is its demand price and vice versa. 
•Given the supply, there is some one price at which the whole of it 
•can be disposed of Such a price has been termed by Prof. Taussig 
as marginal vendtbihty'^ which increases with a reduction m supply 
-and decreases with an increase in supply. Theoretically and even 
in practice the price obtained per apple in a local inarket on any day 
-will be larger if 1000 apples are offered for sale than if 1100 apples 
•are so offered Marginal vendibility, it may be noted, refers to the 
whole market while the term marginal utility refers to an individual 
•consumer Both are of course directly connected , the former rises 
or falls because the latter rises and falls. Wherever supply is 
fixed as in the case of fresh vegetables or fish already brought to a 
imarket, marginal vendibility or demand price governs the market 
price, no influence being exerted by supply save that of the fixed 
quantity it represents. 

The important point to be noted here is that demand price 
•governed as it is by marginal utility determines the price ruling in 
the market , demand itself, denoting qmntily that will be or is 
actually bought, is determined by the market price The higher is 
"the markf t price the lower IS the demand and vice versa* Thus we 
•may say demand price (or sometimes marginal utility which governs 
lit) determines the price of a commodity and its price determines th6 
demand for it > Such explaination of value or price in terms of 
utility has been called the utility theory of value. It was developed 
'by W S Jevons in Bngland and certain Austrian Economists, who 
denied the influence of cost of production on price as an active force 
The theory shows how utility or demand governs price But we 
also see that utility determines price on the basis of scarcity or 
•supply taken to be granted Had the supply been morfe plentiful 
price would have been lower , had it been smaller price would have 
been highe- 

t 

'Cost of Prediction Theory of Value 

W e m^y how see the relation between scarcity and supply and 
their influence on •value. Certain things like land surface are scarce by 

-c! I JTo£.Brij Narain calls this ‘social marginal utllftr’ See hi6 
i nncip'es p 47 
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the ultUty ol the money obtamcd as price. This can, however, apply 
only in the case of sellers of small quantities, part of which they can 
use. Even the prices of raw materials and machines) interest on 
capital and wages of labour are explained by the utility theory The 
marginal utility of the goods they produce determines their prices 
though some what indirectly. A rise in the price of cotton cloth raises 
the prices of cotton and coal, wages of labourers and the price of 
spindles and looms and interest on capital invested in them* j\ccording 
to the advocates of the utilitv theory, it is marginal utility, as reflected 
in price, which regulates production and determines cost of production. 
In initiating, increpsing or reducing production of a commodity the 
producers base their decisions on estimates of price (governed as it is 
by marginal utility) they will be able to obtain* J^roduction is pushed 
to the point where price equals marginal cost If price is higher produc* 
tion IS increased until marginal cost just equals price, if price is lower 
than cost production i^ curtailed until marginal cost equals price 
as determined by marginal utility. 

The superiority of the utility over the cost of production 
theory is due to the fact that the latter ignores the demand side while 
the former tabes account of both demand and supply including changes 
in supply caused by changes m costs of production. The cost tbeorv 
confines itself to the side of supply and does not take account of utility 
of the goods and changes in it. The generally accepted modern theory 
of value 15 the cqii%Uhrtum of den^ttd and supply theory, which com* 
bines both the theories and arrives at a more accurate and universally 
applicable principle of value determination. It is interesting to note 
that some economists hold that the utility theory is only another way 
of stating the demand and supply theory of value According to Prof. 
Taussig The same proposition, (that giv en the supply the value of 
a commodity is determined by its marginal vendibility) regarding the 
mode in which the value of an article at any given time is determined, 
was stated by the old writers m a somewhat different way. They 
said that market value was settled bv the equation of demand and 
supply i” Prof. Clay goes further and says “the Marginal Utility 
theory is only a more exact statement of the principle that value 
depends on suppply and demand 

1 Taussig, Pnnciples Yol J p 141 

2 Clay Economics p, 292 
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that of supply the shorter is the period allowed to supply to changer 
As the length of time increases the influence of supply grows stronger 
and stronger until it predominates over a period sufficient to' allow 
supply to be adjusted fully to the changes in demand and prfce xlie 
statement of the theory of value which follows assumes two sidedi 
competition, but is applicable to other conditions with- necessary ' 
modificationsi 

X 

The Law of Demand and Supply 

The theory, which explains the determination of value of 
commodities in the best possible manner yet known to students of 
Economics and which is therefore generally accepted, is the law of 
demano and supply, according to wh’ch value or pi tee 0/ a com 
modity at any Unte ts settled by the equation of demand and supply 
In other words, the price gets fixed at a point at which the demand 
and supply of the commodity concerned are equal in quantity* The'e 
few words contain the essence of the theory but many words are 
needed to explain its full significance. «; . 

Price of course is easily seen to mean the amount of money per 
unit of a commodity at which purchases and sales take place at a 
time* Demand means the quantity that will be bought at a price 
It varies, as we have seen, with price, increasing with a fall in price 
and diminishing with a rise in price due to changes in marginal utility* 
This behaviour of demand to change with price we call the law of 
demand. Supply means the quantity that will be supplied or offered 
for sale at a certain price It should be distinguished from siockt which 
denotes the whole quantity of a commodity existing at a time m the 
market Supply is only that part of the stock which is being definitely 
offered for sale at a certain price Supply in this correct sense also 
varies with price in a competitive market but in a direction reverse ^ 
to that of demand, diminishing with a fall in price and increasing with 
a rise in price. The higher price induces the sellers to sell more , lU 
fact even those holding surplus stocks for future consumption are 
sometimes tempted to sell. A fall in price invariably tends to reduce 
the quantity offered for sale This tendency of supply to vary with 
price is called the law of supply. Thus we see that a change in price 
affects both supply and demand* 
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Demand, supply and price of a commodity are then interdepecr 
dent,, each affecting the others. They govern each other mutually- 
(Demand and supply influence price; price influences demand' aa4 
supply. The interaction of the two opposing laws of demand’ and 
supply at different prices at a given time determines a position oF 
eqmhbnnm or rest in which demand and supply at a certain phc& 
are equal and there is no cause left for either of the three- to move froni 
their positions. Of course such equilibrium may be temporary ex- 
tending over a few days, hours or just minutes , or it may be more 
permanent and endure for months, years or more. Price is stable 
so long as equilibrium lasts. It changes as soon as equilibrniifi' ib 
disturbed through a change in supply or demand.' How these forces 
work and how price is settled and demand and supply equated may- 
be illustrated by the following demand and supply schedules and 
curves ~ 


Demand and Supply Schedules for, say, Apples 


Price in Rupees 
per seer 

1 

2 

3 

4 

5 


in a local market. 

Quantity demanded 
m seers 

(Demand Schedule) 

5000 

4000 

3000 

2000 

500 


Quantity supplied 
in seers 

(Supply Scheduled 

600 

1000 

3000 

4000 

5000 


In this table we see how demand decreases and supply increases- 
as price of apples rises from Re. 1 to Rs. 5 per seer. Or if we start 
from the bottom upwards we find that demand increases and supply- 
decreases as price falls from Rs. 5 to Re 1 per seer The demand! 
and supply schedules combined in the same table \ery clearly illus- 
trate the law of demand and the law of supply respectively. We also- 
see that at the price of Rs. 3 per seer the quantity demanded and the 
quantity supplied are equal, viz. 3000 seers. It is this price that 
will prevail in the market , at any price lower than Rs. 3 demand will 
be greater than supply which means that the demaud of some pur* 
chasers will remain unsatisfied and the price v ill therefore tend to 
move towards and settle at Rs. 3 , at any price higher than Rs. 3 
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- demand will be less than supply, so that some sellers willing to sell 
at Rs 3 will not be able to sell and the price will therefore tend to 
fall and continue to do so until it becomes Rs. 3 when it will become 
stable. Thus we see that the positions of the price at Rs. 3 and of 
.demand and isupply at 3000 seers each represent equilibrium of the 
three economic factors or forces* So long as the conditions supposed 
in the schedules prevail this equilibrium will continue, that ie, the 
price will stay at Rs 3 and demand and supply will remain 3000 seers 
each. Every seller willing to sell at Rs.3 will find purchasers and every 
purchaser ready to purchase at that price will get all that he wants* 
Purchases and sales will thus run smoothly. At any price lower or 
higher than Rs 3 there will be disequilibrium and movements of 
price towards Rs* 3 and of demand and supply towards 3000 seers 
will continue until equilibrium is agaid restored. 

If and when any of the conditions change equilibrium will be 
disturbed causing changes in all the three-price, demand and supply. 
Sooner or later a new equilibrium will again be reached with such 
adjustments m the three factors as will make the demand and supply 
equal at the new price. Supposing, for any reason such as a larger 
< quantity of apples arriving on any day, the supply offered at Rs. 3 is 
4000 instead of the usual 3000 seers, the price will tend to fall to 
Rs. 2 at which alone 4000 seers can be sold, conditions of demand re 
niaining unchanged On the other hand, if the supply arriving on a day 
IS only 2000 seers the demand of some purchasers willing to purchase 
at Rs 3 will remain unsatisfied. They wull be inclined to bid higher 
prices , the sellers will also come to know of the situation and are 
likely to wait for higher price 
.. Thus the price will be raised to 
Rs. 4 at which demand and 
supplv will both be 2000 seers. 

The above mentioned course 
' of changes in demand, .supply 
and price, rray^also be illus- 
trated by the following diagram 
'which combines like the pre- 
ceding table the two laws of 
demand and supply — 
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Price IS represented along OY and demand and supply alongi 
OX. Both demand and supply are here seen to be equal to OP at 
price PR or OQ. At any price other than OQ demand and supply 
will not be equal and the price will therefore tend to move'towards' 
arid settle down at OQ, at which alone, according to the conditions- 
supposed to be existing in the market, demand and supply will be 
equal and the price, demand and supply will be in equilibrium For 
example, at price OQ' demand will be OP" and supply OP', at price 
OQ” demand will be OP' but supply will be only OP" Neither of 
the two prices OQ' and OQ" can therefore be stable 

Changes in Demand and Supply. 

Changes in demand and supply are of two distinct types-. 

(1) Changes caused by Jluctuations in the price of a commodity. 
An increase in demand orisupply of this type has been termed exten- 
siout while a decrease in demand or supply may be called contraction. 

(2) Changes that occur independently of changes in price. Such 
changes have been designated increases and decreases of demand or " 
supply However ' there is no common agreement over the use of 
these terms in these definitive sensesi and in most text books as well 
as in this the terms increase and decrease have been used for both? 
types of changes* What is meant by them at any place has to be 
inferred from the context Both types of changes are of significance 
in the determination of value, but their roles differ. The first type of 
changes are illustrated by the demand and supply schedules and! 
curves given previously in th's chapter while explaining fixation of 
price of apples in a market Reference to the table and the diagram 
containing the schedules and the curves will show that increase and 
decrease in demand and supply are here caused by changes or fluctua* 
tions in the price of apples. Being themselves effects of price changes 
such increases and diminutions do not produce any further effect on 
price. For example, if price falls from Rs. 3 to Rs. 2 demand in- 
creases to 4000 from 3000 seers. This increase of 1000 seers m 
demand will not raise the price , it is the result of the fall in price 
from Rs. 3 to Rs* 2< The same fall of price is seen to reduce supply 
from 3000 to 1000 seers , but the resulting reduction of 2000 seers in ' 
supply will not now raise the price, being itself an effect of the fall 
in price. However there ife no doubt about the definite influence of 
demand and supply on price The market price is Rs. 3 because, thfe 
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stipply o' 3C0(J seers has 'a marginal utility equal -to Rs 3 and also 
because the marginal cost of that output per day is Rs 3 supposing 
the equilibrium to be normal at this price Even if the equilibrium 
xs temporary the demand price is Rs» 3 because supply is just 
3000 seers , it will be different if supply were more or less than 3000. 

Changes of the second type are the results of independent 
causes and have their own affects on price Thus, an increase in the 
demand of this type means thatjat every price given in column one 
of the schedule the quantitv shown against it in column two will be 
3arger than that contained in the table , a fall in demand would mean 
that the quantity demanded at each of the five prices will be less than 
that shown against it in the table Taking now the supply side an 
increase or decrease of this type in supply denotes that at each of the 
price in column one the quantity shown against it in the supply sche- 
dule in column three will be larger or smaller than the quantity 
contained m the table The nature of such changes as these may be 
onade clearer by the following diagram — 



In this graphical figure price is shown along OY and quantities 
demanded and supplied along OX The curves DD and SS re 
present normal demand and supply curves Increases in demand and 
supply are represented by dotted curves and S'S' respectively. 

Decreases m demand and supply are shown respectively by the 
curves and S'^S". ' , 

The distinction between these two distinct types of changes re- 
solves some of the common economic fallacies. For example, it maybe 
segued ! — I 
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, , Xl ) An increase in demand raises the price , rise in price 
ireduces the demand , therefore no change can take place in the 
demand Both the premises are correct and yet the conclusion Is 
wrong because the rise in price resulting from increase in demand 
-does not xeduce demand. Rise in price that reduces demand is ope 
* that as caused by contraction in supply 'Similar reasoning will help 
in resolving other -fallacious conclusions that follow* 

'(2) A fall in price reduces supply , reduction in supply rais,es 
the price , therefore price cannot change 

(3) A rise in price reduces demand , a reduction in demand 
lowers the price , original price is therefore restored* ^ 

Causes and Effects. An increase in the demand for a commo- 
dity, denoting that people are prepared to purchase more than before 
at eachiprice, maybe caused by an increase m money incomes, expecta- 
tion of a rise in price or by cultivation of taste or disappearance of 
substitutes for -the commodity. Supply being given, the effect of such 
I an increase will be to raise the price. Demand may fall off 1 . e. less 
•may be purchased at each price, due to decrease in money incomes^ 
the commodity going out of fashion, appearance of cheaper substitutes 
or -anticipation of a fall in price. Again the supply conditions remain- 
ang the same price is bound to fall to allow disposal of the whole 
supply*. Now take the supply side. An increase in the quantity 
offered at each price may be caused by discovery of new sources of 
supply^ or improvement in the methods of production or transport and 
reduction in cost and supply price, or expectation of a fall m price 
of the commodity Demand being given, the effect will be to lower 
the price so as to clear off the increased supply Diminution in 
supply at the current price may be caused by exhaustion of soil or 
mineral deposits, increase in customs duties aud costs of transport 
or even anticipation of a rise in price Diminution in supply will 
' iraise the price in so far as marginal vendibility of a smaller supply is 
higher All these effects may be clearly see^n in the diagram. Any 
change m demand or supply gives rise to a new curve and causes a 
■change m market price at which a new temporary equilibrium is 
•established immediately because ' of the relative inelasticity of the 
-supply* The new price then creates forces that move the price and 

•*Ror detailed causes refer to Benham Economic^ p 69 77 
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the equilibrium towards the norm It may be noted that changes or 
this type in demand and supply may be temporary or more enduring. 
In the former case the market price and equilibrium will become 
normal without affecting the supply as soon as the change disappears j 
in the latter case adjustments in supply will be initiated and the 
return of the price and the equilibrium to a new position of norm will 
take time. 

Elasticity of demand and supply. Demand is always elastic 
but not so the supply over a short period and still less at a given^ 
time. The result is that the shock of a change in both demand and 
supply is borne immediately by demand. Thus disturbances to 
equilibrium from the side of supply get easily adjusted. An increase 
in supply lowers the price and increases the demand , a diminution in 
supply raises the price and reduces the demand. Both increases and 
aecreases in supply are thus easily and quickly absorbed by the 
demand through the medium of price changes. But when demand 
increases or decreases supply does not respond immediately but takes 
time, so that supply being fixed (l) if demand increases price rises 
and demand itself becomes restricted to the available supply, and (2) if 
demand decreases price tails and demand expands to the extent 
necessarj for the whole of the fixed supply to be absorbed 

Time Element in Value Theory. 

Some indication has already been given of the fact that any- 
position of equilibrium and the price settled under it may be only- 
temporary or more enduring. In a local market on any day tbe- 
forces of demand and supply as they exist determine the price at 
which quantiiies demanded and supplied are equal It is this price at 
which purchases and sales actually take place in the market, 
and which is therefore termed the market prices Such a price- 
mvanably equals the demand price based on marginal utility of- 
the snpplj offered or actually sold in the market This is particularly 
the case \\ here supptj in the market happens to be absolutely Hxedi 
and must be sold at any price it will fetch irrespective of the cost of 
production. Such is the case with commodities like green leafy* 
V egetables and fresh fish whose stock and supply are identical. No-- 
Stock can be withheld because of low price and there is no surplus 
stock from which supply can be increased because- of high price. 1£ 
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demand on any day increases price nsec , if demand diminishes price*- 
may fall to very low levels. Similar may be the case with things- 
like old and rare paintings or books, auctioned at the best price *• 
obtainable. All such goods and land, which has no cost of pro-. 
duction as such, fetch prices according to marginal utilities of their'^ 
respective supplies put unreservedly in the market. In all such cases 
the supply curve will be a vertical line, representing supply to be 
entirely fixed and insusceptible to price changes. These are examples - 
where demand has the predominant influence in the determination of 
price. Yet it cannot be said that supply has no influence. Supply, though ‘ 
fixed, plays its part like the stationary blade of a pair of scissors of 
the famous example given by Dr. Marshall. The moving upper blade 
seems to do all the cutting but a little reflection shows that it does so 
With the help of the lower blade that is there though stationary. 

However the market price determined thus by demand alone 
may be lower or higher than the supply price or marginal cost of the 
given supply. Whenever this is so equilibrium is said to be temporary 
because the supply at the prevailing market price cannot be stable. 

It is what It actually is even at a price lower than marginal cost- 
because it is not possible for sellers to keep it back due to pensha- 
bilitv or perhaps to their urgent personal or business needs for^ 
money. In any case it cannot be increased to any appreciable degree 
even if the price ismuch higher than marginal cost. 

In course of time, however, supply is reduced in the former 
and increased in the latter case until price and marginal cost coincide ^ 

X - t 

When that happens equilibrium IS =aid to be noimal or permanent 
and the price at which such normal equilibrium exists is known as' 
the normal pnce It may be noted that market price never deviates 
from demand price as determined by marginal utility of the supply 
but It may deviate from the supply pnce as determined by marginal 
cost Thus when the price equals or coincides with the supply price it 
automatically equals the demand price, which means that it is equal 

t 

*rhis fact IS commonly expressed in the wordB “cost of production determines 
value in the long run” which raises controversy as to whether value moves to-- 
wards cost or it is cost that moves towards value through appropriate changes la 
output and Impply Changes in costs consequent on changes in output induced 
by changes m demand and market price support the latter view This contro-- 
versy can be avoided by saying ' Cost of production and value coincide or 
tend to coincide in the long run ” 
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rto both marginal utility and, marginal cost Demand being then i 
taken to be stable there is no cause left for the supply to vary and for 
the price to change# The market price and the normal price coincide. 
The concept of the normal in this sense is v.eli summed up by Dr« 
■Marshall in the following words'*' — 

"When the demand price is equal to the supply price, the 
amount ^iroduced has no tendency either to be increased or to be 
diminished i it is in equilibrium* When demand and supply are in 
equilibrium, the amount of the commodity that is being produced in 
-a unit of time may be called the cquthhrtum amount, and the price 
at which It IS being sold may be called the cquihbrttim pttcc Such 
an equilibrium is stable , that is, the price, if displaced a little from 
'it, will tend to return, as a pendulum oscillates about its lowest 
tpoint , ~ 

Short and Long periods The market price, to the extent that it 
deviates from the normal price, is continually chasing* as it were, 
the normal tprice and thus temporary equilibrium is constantly tend* 
mg towards the position of normal equilibrium But adjustment 
takes tt/rc. 'Oter a long period adjustment in output and supply is 
complete and normal price tends to prevail Oi er a short period 
some adjustment does take place but it is incomplete. The market 
■price does 'however move e\en during the short period towards the 
-normal price 

Short fcrtod, according to definition, means the period in which 
output IS encreased and reduced through longer or shorter hours 
being worked by the existing appliances or factors of production of a 
-commodity in the shape of machinery and other material equipment 
and labour ■force. We have already seen in Chapter XII that margi 
nal cost of production during such a period is higher than what it 
■avould be in the long run whether the .supply is increased or reduced 
and whether the commodity is produced under diminishing, increasing 
-or constant returns. If output is increased it is the prime cost in the 
shape of overtime wages and cost of raw material that rises , when 
output IS reduced it is largely the supplementary part of the total cost 
that rises. The cost per unit at which the marginal output is being 


'Jlarshall Principles p 345 
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iTroduced during the short period constitutes the normal supply price' 
dur'ng such period , it may be termed the sub-normal price to which 
the market price tends to conformt As the bulk of the supplementary 
costs have to be incurred during the short period the prime costi alohe 
may be said to be the sub normal price about which therefore the mar- 
ket price oscillates*During the long period, as we shall presently see, the 

-.ill j 

normal supply price covers the total cost of the output, including both 
the prime and supplementary costs. In this sense “the general drift 
of the term normal supply price is always the same whether the period 
to which it refers is short or long , but there are great differences in 
detail.’”' 

Long period denotes the period of time which is sufficient to 
■allow the output to be increased or reduced /nWy to meet the devia- 
tion of the market price from the supply price, so that the former con- 
■■ forms to the normal price over the long period. This full adjustment of 
output IS brought about by appropriate increase and diminution in both 
material and immaterial appliances or factors of production typified 
by factory buildings and machinery and the labour force requisite to 
-the new volume of output. Thus it is that price in the long run 
"tends to conform fully to the supply price or marginal cost of the 
output produced and put in the market for sale during the period* 
This shows how “the influence of utility on value preponderates 
during short periods, but that of cost of production in the long run ’’ 
'We have of course seen that the length of the short and long periods 
differs from commodity to commodity according to the time required' 
■for full expansion and contraction of its factors of production. 

Normal price in relation to dynamic state. We have seen how 
•market price is constantly moving towards and approaching the 
oiormal price. But in a dynamic society the two may never become 
identical, for before this happens the supply price of the output 
appropriate to any period in view — long or short — may change through 
a fresh change in demand caused by increase in population or its 
incomes and tastes or by a change in methods of production occasioned 
by invention of machinery and discovery of new processes of produc- 
tion. The normal supply price is itself continuously shifting and 
there is no stationary point which the moving market price will 
finally catch •and restore permanent equilibrium. It is like the race, 
i ’Marshall i'rinciples page 37d i ' ' 
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between the hound and the running hare Catch potssiblc onijr 
when the hare gels entirely tired and stops But changes in popula- 
tion and methods of production do not 'lop , they ire, on the other 
hand) progressnely on the increase in modern society* 

The interaction of the forces of demand, supply and price- 
dundg short and long periods and the determination of market andi 
normal prices may be eaplained with the help of the follot^in^ 
diagram — 



Here price (or cost of production \ here relevant is represented' 
along OY and quantities demanded and supplied (or produced) along 

1 . Tj 

OX Curves DO and b S represent the normal conditions of demand' 
and supply PR is the normal price at which demand and supply 
are both OP* Curve denotes increase and D"D” decrease of 

demand* 

{aj Now suppose that demand has actually increased and' 
the demand curve becomes D'DC Then if the supply OP cannot be> 
increased the market price v ill rise to PM, v.hich measures the 
marginal utility or vendibility of that supply E\ceptional profit of 
RM per unit will induce production of additional output whose cost 

IT 

during the short period will be higher than that shown along RS part 
I* u 

of the curve S S Let these short period costs of the additional 

I m 

supply be reptesenied by RS' branch of the normal supply curve S S* 
Then P'M' represents the short period supply price and also the sub- 
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ioorraal price towards which the marUet price PM wil! move* In the 

long run, however, cost of the additional output will be lower acoord- 

u I. u 

rrig to the Tiormal part RS of the normal supply curve S S, and thfe 
mew normal price will therefore be P"M'^ at which demand and supply 
Will be OP^^ Thus the price P'^M" and demand and supply OP^ 
•represent' new position of equilibrium that will be established It 
imay be noted that the price PM will fall to P"M'^ gradually as supply 
uncreases. Of course this new price P''M'' is seen to be higher than 
the old normal price PR, 

> I' ; 

(bj Then suppose that demand has decreased and is now 
represented by the curve The price will fall to PN im 

mediately if the existing supply is fixed and must be sold. Loss of 
RN per unit will cause reduction in output but costs will be higher 

during the short period as represented in RS^ branch of the supply curve 
L tr 

S S, The new spb-normal price will then be P^N' towards which the 
market price PN will move In course of time, however, costs will 
be lower according to RS" part of the normal supply curve and under 
•the new equilibrium position the normal price of P^N'' will be 
established at which demand and supply will be equal to OP". The 
new normal price P'^N'^ will of course be lower than the old normal 
price PR. In so far as prime costs and a part of the supplement.ary 
costs only are enough to continue output at a reduced scale during a 
short period the RS'' branch of the curve may be taken to represent 
such costs and not total costs as is the case with the corresponding 

L 0 

mormal part of the curve S S. This is of course probable in in 
'dustries employing large fixed capital and having high overhead 
charges 

T 

Here it is necessary to note two points, (l) Condtiions of 

supply are supposed to be stationary as represented by the curve 
p n ' fj 

S S Disturbances to them are t^ken to be hmited to short periods 
^during which output is increased or reduced. These disturbances 
are represented by RS' and RS" branches of the normal supply curi.e 
in which both tend to merge over the long period As we have 
noticed, stationary conditions of supply cannot be certain to exist in a 
dynamih society. Normal supply curve may itself shift upwards or 
downwards during the p^eriod of adjustment to the changed demand 
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and tbe new normal prices P*’M^ and P"’N^'^ may be different fromr 

'tvhat they are shown to be in the diagram And of course such shifts- 

may occur frequently and new normal equilibrium may never be 

I- u 

established fully. (2) The normal supply cur\e S S represents the 
conditions of supply of commodities produced under diminishing 
returns or increasing costs Responses of prices of commodities 
subject to diminishing and constant costs will be somewhat diffe- 
rent. These have been examined in the next chapter on page 194. 

Eqailibrlum Theory of Value Summarized. 

The theory of value may now be summed up in a more compre* 
hensive manner ~ 

The value 01 price of a commodity in a competitive market 
settles at a sum of monej at which demand and supply are equa!.- 
No price at which the two are unequal can endure because demand 
larger than supply or supply larger than demand v ill cause the price 
to rise and fall respectively until tv o become equal. 

The price so settled alu<ays equals the marginal utility of the 
quantity sold and purchased, but mav, be lower or higher than margi- 
nal cost to the extent ttiat supply is fixed and cannot be reduced or 
increased. "When this is so, equalitj between demand and supply is- 
temporary because supplj has cause to be reduced or increased How* 
ever, m the long run supply gets adjusted and the price tends to 
become equal not only to marginal utility but also to marginal cost of 
production When that happens equality between demand and supply 
becomes normal or stable, no cause being left for either to increase 
or decrease. But before the price becomes normal a midway situation 
develops during the shott pci tod in which the market price conforms 
to what may be called sub normal price based on change in costs 
during such period 

Immediate change in market price due to change in demand is , 
similar in the case of all commodities, but over a long period the- 
normal price is affected differently according to the law of returns to 
which u is subject 

Basis of the Theory. 

The theory is of course based on the following generally accepted ' 
principles or laws 
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CHAPTER XVII 

SPECIAL PHASES OP THE THEORY OF VALUE 

The last chapter was devoted to the explanation of the Jaw or 
theory of value It is proposed in this and the remaining chapters 
of this part IV of the book to illustrate the working of the law 
in certain particular cases and to examine some of the important 
'^factors that accelerate or impede the action of the forces of demand 
and supp'y and thereby influence \alue. In this it will be a great 
' help if we can constantly keep pictured in our mind the demand and 
supply curies intersecting each other and representing the position of 
equilibrium at the point of their intersection. 

f Isolated 'Economy. 

e bate seen that the fandameats) economic problems of an 
isolated mdt idual like Robinson Crusoe and of people living in the 
most advanced countries of today are similar in many respects Crusoe 
IS confronted with the law of diminishing utility in consumption and 
with diminishing returns in production and in both he has to keep 
before him, consciously or unconsciously, the principle of subsiiiu- 
tion and ihe i'i\ of equi marginal utility for wise distribution of the 
I time and energy on the one hand and the fruit of his labour on the 
other lie lias no problems of exchange or distribution to worry him 
Yet the lat' of demand and supply has its application in his daily life 
As he goes out to pick wild fruit every morning be finds that the first 
hour’s pickings yield great satisfaction but involve little or no fatigue. 
The second hour’s gathenugs give less utility but involve some 
exertion\ The process goes on until utility of the additional pick 
equals the disutility of effort necessary to gather it. Here we may 
say demand price and supply price are equal and Crusoe stops for the 
time being. The descending demand curve in this case denotes the 
diminishing utility of additional units of fruit and the ascemhre 
supply curve represents the moun'mg fatigue caused bv each hour 
of additional effort needed to gather each additional nmt cf fruit Ibe 
1 intersection of the two curves represents the point where utihty of 
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ilie last unit equals the irksomeness of the last horn’s effort and the 
quantities of fiuit demanded and supplied are equal 

The situation may now be translated into money economj’- Let 
Crusoe ]om a cotton mill m Bombay as a labourei and wages of work 
be foul annas p“r houi and not a chhatak of wild berries as before. 
Each additional foui anna piece he now gets with incieasmg fatigue 
but obtains with it successive loaves of biead that bring diminishing 
satisfaction Still fiee from family responsibilities he may find the 
sixth loaf pui chased with the sixth four anna piece earned in the sixth 
hour of v\ork in the factoiy as all that is worth his while and stop. 
Eeducmg the need foi loaves to two and adding clothes, house room, 
tea and cinemi we ma^ well find Crusoe standing as a representative 
of a modem factoiy woikei The demand curve now represents 
Ciusoe’s diminishing utility foi bread and other things and the supply 
curve the eflorts of a host of other workers who produce bread, clothes, 
houses, tea and cinema shows 

Barter Economy 

Let Crusoe now go back to h's island once again with another o£ 
his Bombay companions and, having tasted some of the advantages of 
variety in consumption, let him and his companion specialize m 
gathering benies and catching fish and barter their respective products, 
with each other without the use of money as a medium of exchange. 
Suppose now both work eight hours , Crusoe gathers eight chhatake- 
of berries and his companion catches eight small fish As one chhatak 
of berries is exchanged for one of the eight fish caught Crusoe’s- 
demand price for fish and his companions demand pnce for beiTies are 
both higher than the respective supply prices of the two commodities. 
Crusoe is ready to offer more than a chhatak of benies for a fish , his 
companion is prepared to take less than a chhatak for a fish Supply 
of each of the two commodities is greater than the demand As 
idditional chhatiks of berries are exchanged against fishes their 
respective demand and supply puces begin to come closer together, 
the former falling and the latter rising Supposing they become 
equal when four chhataks of benies are exchanged for four fishes 
We then reach the point of equilibrium In this case, as under money 
economv , we shall hav e to represent demand and supply curves of the- 
,13 
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two com-moaities and their mtersochon sepaiatelj , their shapes and 
magn'tndes will of course be similai TJndei baitei units of utihtv, 
and in monev economy, units oi monev, will be the common measures 
of demand and supply prices 

Fixed Supply 

It is possible as we have seen, for the supply of a commodity to 
be absolutely fi-^ed at a particular time whatever the price In such 
a case the supply curve will be a verdical line meeting the downward 
demand curve at some point which will represent equilibrium position 
of demand, supplv and piice If demand increases pnce will rise , 
if demand decreases price will fall Such is the case with very 
pei’shable commodities in a local market , it ma\ also be the case with 
land wh'ch has no supply pr’ce as such based on costs or production, 
and with old pictures or other thmgs then owners put m the market 
for sale at anr price they wiU fetch Eridently marginal vendibility 
or demand price governs their market price 

It may be noted that it is difficult to find a paiallel example 
of absolutely fixed demand with a vertical demand curve and supply 
varj mg with price If that were so m au> case the supplj price will 
govern value theoretically ■■ 


Constant Demand and Changes in Costs and Supply Prices 

Supposing that conditions of demand are constant and are repre- 
sented by a demand cur\ e v hich does not change its position, though 
of course it slopes downward showing larger quantities purchased at 
lower prices than at higher ones Then if costs increase oi decrease 
supply curve will change its xwsition , it will shift upwards with 
increase and dovnawards with reduction in costs whatever the law of 
returns to which the production of a commodit-s is suh]ect The pnce 
will use in the former and fall in the latter case The situation can 
be easilv illustrated by keeping the demand curve constant and 
drawing with dotted lines new supply curve or curves running parallel 
to the old supply^curve 


Different Laws of Returns and Changes In Demand 

Costs of production and therefore supply prices of difierent 
commodities generally change with mcreasa or decrease in output and 
supply if sufficient time is allowed for proper adjustment in the factors 
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of piocluctlon ctl sucli commodities Taking these conditions of supply 
“to be stable, that is, supposing that inventions oi exhaustion of natural 
resouices oi othei -causes are not tending to reduce or raise costs and 
^supply prices, let us see the effect on puce of changes* in demand 
represented by shifts of the demand cui\e These effects may be 
■Bummarraed as follows — 

(!) Immediate efiect of a change in demand is similar on the 
ipiices of all commodities An increase in demand raises puce and a 
reduction in demand lowers price (2) During the short Peiiod the 
^effect on price IS e ,en nroie unneisally uniform Costs are usually 
higher than normal whether output increases or decreases, and this is 
a-eflected in the sub.normal price 

(3) Ultimate effect over a long period differs accoid ng to the 
law of returns -or costs to which a commodity is subject 

(f?) Constant Returns The ffice of a commoditv produced 
Tinder constant leturns (which means constant costs) shows no change 
over a long period whether the output is increased due to i nnnethati, 
rtse' tn Jsrice caused by increased demand or it is reduced in response 
to an inunadtale Jail tn i>nce resulting from diminution of demand 

(d) Diminishing Returns Over the long period price rises 
■with (t>- increase tn output due to rise in costs and supply puce, tt 
Jails with a reduction in output induced by a fall in pi ce caused by 
decrease m demand 

(c) Increasing Retusns Puces of commodities produced under 
rncreasing returns (which 
means decreasing costs) 
ultimately fall with an 
increase in demand and 
rise vith a decrease in 
demand because increas 
ed output means lowei 
end reduced output means 
higher costs per unit 
These effects of changes 
rn demand may be ex 
plained with the help oi 
* the following diagram:— 
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Here quantities pioduced and supplied ire represented along OX 
and costs and pnces along OY The curves SS, S’S and S”S” repre 
sent nomal supply curves lor constant, increasing and diminishing 
costs commodities respectnely The demand curve DD is common 
to all the three tjpes of commodrties For each of the three commo- 
dities PE IS then the noi-mal pnce .t which theie is normal egnihbrmm 
oetween clemarrd and supply 

Suppose eqoihbrmtu is distutli.d bv (a au mcioMe m 

demauu as .bow„ by .lo.lea demand e„„. DD’ (b) a deorease .u 

ra™D”D" Talragnosrae 

o.lesB <ia°.d 7™'' '“””®“'‘'''“'“»a.tda.laorsveeUs to be mote 
the piite will immediately rise to PM il demand 

moeas-s and fall PN <fan.aud deceases in , be ease of aTfc 
.hie. com„di..es These use, a.d p^e will eir i.e“ ^ 

r - 

theietor. be diHoieut ™ “o 

(') In the case of consfarf costs commodifies 
pnces P'’M” and P''N'* wrll be eoual to fh i normal 

.vhether demand rncreases or decreair tear 
constant whatever the output as shown by 'the curve SS 

(2) Now take the increasing covt 

Odce S’S moies opua.d as oo.p. fiuJlrm' fr r\h7.S 

77 ::; ;■ »—> p™- .‘“n 

demand curve HD and luteritTr''"^^' 7^" mdicated by the dotted 

es^honall profit EM per unit ’ Th^ of the 

loner than W^,}2 still be h la 

tire other hX ,f dJurand dl! 

I> D” the nen nnr \ i leases as show n b> the demand curve 

.at lower than the oILoL" pnce Pp'^^i "’f " ^ 

economic life Prices of -nyrin H i ^ apply m practical 

increase in population J TlZLT^tT 

inaccessible soils have to be cultivated f 

supplies Even If the more fertile and a additional 

sively cultivated costs and prices wrllL!"Tl """ 

there rs no ground tor doubtim? that Popuhtion decreased 

B pnces of agi3culti;ral commodafcies * 
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"Will fall as theii costs per unit will bo loweied with rise in the margin 
tOif cultivation We see here incidentally the healing of the law of 
diminishing returns on the well-hemg of the world 

(d) Increasing returns or diminishing cost commodifies The 

dong peiiod effect of change in demand on the puces of such commodities 
will evidently be the reveiso of that produced on the puces of diminish- 
ing returns commodities The supplj curve S”S,” which lepiesents 
■the beha-vioui of costs laith laiiations in thuii output, slopes downward 
indicating reduction m costs per unit as output moierses, If demand 
for them increases the now normal price will fall to because 

"the nev demand ourve D'D meets the supply curve S 'S’ at M" and 
indicates the new position of equilibrium This price is and ought to 
be lower than the old normal price PE because costs per unit for 
supply 0 P’” are lower than the costs of the smaller supply OP 
produced and sold previously during a given period of time Incase 
tthe demand decreases as shown by the curve D”D” the new normal 
puce will rise to P'”N” because that will be the marginal cost per 
unit for the reduced supply OP These theoretical possibilities of 
iprice falling with an increase and rising w'lth a deciease in demand 
«ire not verv far from conditions pievaihng in actual life When a 
oievv manufactured commodity is introduced its demmd is usually low 
4ind cost and price are both high As demand expands supplementary 
Kjosts per unit fall until capacity of the existing plant is not full> 
utilized And then new inventions of machinery and localization 
•brirrg further economies in costs and result in continuous fall in 
market pr-rces- And if, for any reason, demand should fall off due to 
the thing going out of fashion with a section of the consumers costs 
per unit are bound to use and the useis who want to continue its 
consumption will have to pay the higher price cover ng the higher 
costs of the reduced outpu t ' > 

■^It may be noted that this curve S S’ doss not mern that costs 
of the part of the total supply at any time are highei tlian those of the 
additional supply, it means that costs per unit of the supply as a whole 
fall as output is increased The curve S’ S’ representing dimmishinrt 
returns commodities does, however, denote that dr ffererrt parts of the 
itotal supply are produced at different costs Thus P’ M stinds for 
ithe costs per unit of the marginal supply ra’sed, say, from poorest soils 
newly brought under cultivition , supply coming from richer soils is 
costing less than price P M' obtained m the market and gives rise to 
jproducer s surplus or rent * 
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Joint Demnnd 

"Vi'heu two or moie commodities oi sen ices me together required 
to satislv a paiticular \ant thev aie said to bo joiutly demanded 
Thus dried leaves ol the tea plant, "ionio fuel and labour of a tea stalL 
kcLpjr aie necessan to satisfv our want for tea„ The demand for 
lead^ tei IS direct , that foi milk, sugar tea leates and fuel which 
ma^ be called fretors of firoduefton of tea, is indirect and derived' 
fiom the acmand foi toi 

TliH puce of a cup of iead> tea at any gnen time depends on 
the dc 1 and price foi tea is deteimined by the marginal utilitj of the 
nil I'b. 1 ol cup^ offeicd in the maiket , the laigei the number of such 
cups stll rs want to sell the lowei will he the piico thev will liaie to 
accept Now the demand piiees for tea leaies, milkr sugu and other 
chings an dented from and depend upon the pi ice at wh’ch cups of tea 
can be sold Th“ oenimd price foi anj quantiU of one of the factors of 
liToauction can he dented fiom the demand price foi tea rroptied with 
that quantity bt subtiactmg irom the latter the supply prices of the 
appiopnate quantit es of the remaining factors^ Supposing lOU cups are 
sold per daj in a lonelj stall kept at a bus stop in a tillage at a piice of 
one anna pei cup or Ks 6/4 m all Then if, say, two seers of milk, two 
seeis of sugar and leqiiisite quantity of fuel and labour of the st ill keepei 
aie available at Bs 4/-, the demand price foi a pound of tea leaves 
requiied for preparing 100 Cups is Es ?/! Demand puces of milk 
and su;;u can be similarly derived Prof Maishall has toimed this as- 
the laj> Ol derived den and, which he has stated in these words “The 
deman i schedule foi anv factor of pioduction of a commoditt^ can be 
derittl rom that fci the commodity by subtiaoting from tho demand 
pnee of etch sopaiate amount of the commodity the sum of tlie supply 
piices^foi corresponding amounts of the other factois ’T 

Ih’s means that the demand puces of all the factors will followr 
the price of tea, using and falling togethei, Howevei, the use and 
Ml in the puce of tea cups need not be shaied uniformly bj the prices 
of mill sugu tea leaves and other factors immedi itelv or even 
nit mately The proportions in„which the latter will share uses and 
falls m the price of read^ tea will depend upon their lespsctne 
oonfl’t ons of demand and supply Those which are most essential 
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byproducts T'?\o elements common to such joint products are (l) 
joint cost and ( ) joint production or <^upply 

Costs being incapable of separation how are the values or prices 
of joint products detennmed ’ In this question lies the importance of 
the pioblem of joint supply It may be ansv-eied as follows 

{a) The puces obtained for all the joint pioducts equal in the 
long ran then joint cost Thus if the cost of productmg and ginning 
a maund of cotton is Es 20 the prices of cotton fibie and cotton seed 
yielded bv a maund of cotton will tend to equal Es 20 Any' higher 
puces will mciease the supply of both and lower then puces, and if 
the puces obtained for both add up to less than Es 20 the supply 
will be reduced and prices raised to make up Es 20 

(6) Then separate pnces will he determined by their condi- 
tions of demand or more definitely bv the maiginal utilities of the 
quantities produced The price of cotton fibre per maund is much, 
jhlgier than the price of seed This is due partly to the larger 
proportion of seed yielded by a maund of cotton and therefore to its 
lower znaigmal vendibility , partlv it IS psi haps due to greater utility 
of fibre than that of seed Eecently cotton seed has been used make 
vegetable ghee out of it and the process yields cake as n by-product 
Thus cotton fibre, vegetable ghee and cotton seed cake are joint 
products If any of the by -pioducts IS iwele«s and has no marginal 
utility it IS thrown away At one tim'> m India molasses produced 
in sugar factories became so plentiful as to have lost its \alue-in- 
evchange altogether and sugar companies used to pav something for 
removal of molasses from the factory s'tes 

(c) If any of the by-products needs any treatment such as 
refimng or packing before it can be marketed ths cost of such treat, 
ment, including profit of the factory owner forms its cost, 

which constitutes the minimum below wh’ch its price caunot fall, for 
otherwise such costs will not be incurred Its puce will of course 
cover a part of the joint cost according to its marginal vendibility, 
piovided of course the latter is more tnan liie separate cost 

It follows from this that a chaiie,t. in the ciciiiatid and price of 
attv anu o* the joint prodticls lot'l i idueuce the prices oj other 
products in an opposite direction Thus, suppose the demand for 
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I)iico-> o{ /joocIh und fiuMcog jointly diMiiiindod In tho cn'o of tlio 
I'lttcr iinmucimto offpct js qiiito I irp' 1 ) it iiltnnitt'K Ihoir ■valupR tond 
to coMiciile \ itli tin,)! lORpjctno custt. of incuinctioii Bui in Iho ta'O 
of joint producli co'it^ finnol ho fppiniiotl i jd thi'iijjpH in thon pncps 
c'utecd b% ch nno'5 m thf demand for tlipin arc Uiorofon* Id oly to 
cnilure \n nicreiho m llu dcin'ind foi cpinont duo to cspiniion m 
house buildint! ivctiM!\ rnt > ruiso its jiriti much iimiioliiUoli but m 
the Innp rim tho pnc' is bound to uoiiii' do \u to tin' lovcl of costa per 
bi^ Bi t an irictea'-p in liio den ind for cotton fibro nn\ poini inoutly 
low 01 tlio pi ICO of cotton eiod ^ 

Price Control nnd RnHonlng 

Ptoplo Inio foi lone boi u funulii i ilb tbo offcot of tn\ca and 
boiinlios on pr u's \ 1 1 v put on a cotnn o lil\ it any Rtiieo — production 
halo impoitoi oipnl — nuacs ila cost ind hupjdj pi icii nnd in duo contra 
affccta its rnuKot piico A bounlv, on tl,o otlun band, low ora Ibo 
cost of pioduct’on md competition tends to lov.e>* tlio nmiVot pr'ci by 
the bounty pn unit {jinntcd by tho plat.' The Q!Tect>- of thobO rork ^ 
out tbiou,;b si ppK and luo similui to tlioso of nnv f vetor tli.it raises or 
lowers cost of pioducton \ tf\ s injiK shifts the siijjlv cur\o 
upwaids , a bounty lowois it downwaids , neithoi of tho two modify in 
any vrny tho demand and bupply thooi \ of miIuq 

Control over price oi, whit conics to tlio somolhine fi'sivtion, of 
piico b\ tho Plato is a now doaelopmcnt dniiUf’ fiom World War I 
It seoins on the fnco of it to fulstfc iiltoeothoi tho Ihooiy of 101110 
piopoundod so elibointoly in lo\t books dealing with economics If 
laluo can be fi\od by the stale, it nuy bo clmmod tho forces of 
demand nnd supph pioclann thou o\ n impotonco A littlo tboiigbt 
will, howoaer show that domand and supply do pKiy thou pirt under 

piico contiol and iiihio Ihcoij ilsolf i.miiiins in tact It 13 not at 

all falsified J ho conliol simply prcvouls udjuslmg action and piolongs 
tho agony it attempts to allovinte 

Tho mam puiposc of the fisntion of prices by tho stato is to keop 
them bolow' tlio level they will attain without contiol, that is, bolow 
tho oconomic level doteiinmed by tho fioo play of domand nnd supply 
It is g mattoi of common ospoiieuco not only m India but other 

Seo Taussig ' Principles Yol I P 220 
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coniitiies that such an attempt either (ails through Ino apiwarance oL 
lilack mnikcts or 't needs veiv elaborate and costly machinery '■nd 
laeasuies to enfoico it The ‘co«//o/' f’rict. being lowei than the 
cconomtc Pt ice determined by marginal utilit3 increases the demand 
and reduces the supplj above and below the magnitudes they will 
attain without contiol Black market acts as an outlet for the adjust- 
ment of this fundamontal disequilibrmin, It is like the flood waters 
of a ri\or breaking the dam itself or seeking outlets at the ends if the 
dam itself piores strong And of coui-sc the blacf maihct Price is 
alwajs highoi than the economic price because cost of blacl supplj’’ 
IS raised by tho risk of fine, i nprisonmont and confiscation of stocks to 
whicli sellers are exposed Thus wo soo tho strength of the' foicos ol 
demand and supply working in tho daik when pioventcd from acting 
openh This is when ‘contiol’ price fails 

Eicu when it succeeds tlie law of demand and supply does not 
stop functioning To tho extent that price fixed bj Govommont is 
lo ' ci than economic price demand becomes gre iter than supply and 
the gap that is othoiwiso autoaiaticalh closed by the rise in puce 
leducmg tho demand and increising the supplj’, is artificiallj adjusted 
b\ liit’oning, w'liich means restricting the demand of each indnidual 
01 family according to tho supplj available at tho control price Tiius- 
dtutimi ts equated to rn'roning instead of by a shift in 

nice And tho control piicc pier Ills like tlio free price so long ns 
oquil biuun betwoon demand and supply is maint lined lUificialij bj 
laticning 

The demand in such casor isalwax's pressing towards expansion 
and supph lowaids contraction The foinior can be kept down to the ex- 
tent Ihi'tduly or wcoklv ration is reasonably adequite , supply is kept- 
up to the extent control pfice conforms to costs or supph price for tho 
required output Of course if all the supph xvere soi/od bx the state it 
could I'o sold at anj price so long as it lasts but private entorpri/o is 
enic to diBcontmue further production at an uneconomic pr.ee unless 
the gap between cost.uid pr ce is filhd h\ a bonatj which is i xorj 
common device adopted in t mes of pneo coatrol A stite undort'king 
max , however, continue to produce rla loss, rhe public treasurx bc-iring 
Ih’s rs '.ell as the cost of the bounty In the alstrce of bounties 
and nat oaahrcd production the control authority has to rex’sothci 
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^control price upwards from time to time ns money costs increase due to 
inflation This is illustiated b> successive laising of the prices of 
sugar, keiosene, petrol, ifood grams and other controlled commodities 
<3uimg and since the end of the war 

The fact that keeping down of the price below the economic 
level has its drawbacks is recognized by many people even outside the 
Cl icle of students of economics Thera are (a) the incomeniences of 
nationmg — of low rations and of queues apart from a host of unfair 
ipractices (b) prevention of the supply from expanding through the 
stitr ulus of the high puce and (c) disharmonies between supplies of 
controlled and uncontrolled commodities caused by dnersion of labour 
and capital from the production of the former to that of the latter 
Thus during the war period there was at one time transference of 
considerable acreage from food crops to cotton, which was later sought 
to be remedied by jiuttmg a ceiling on the puce of cotton The lifting 
of control over sugar accompanied by raising of the price of sugar and 
sugarcane (December of 1947) is bound fo dnert some acreage from food 

■crops to sugarcane and lead to plenty of sugar relatively to the supplies 
of essential food grams. 

It IS itrue .that if things aie left to themselves continuous in- 
iflation caused by heavy gorernmentil expenditure will raise the prices 
of essential commodities to lea els at a.hich the poorer sections — those 
with fixed moiiea incomes or incomes rising at a much lower rate than 
.puces will find it impossible to purchase any, while those v ith incomes 
rising faster than prices will be able to purchase all that they want 
Sut the situation may be met by taxing the rasing money incomes and 
transferring these and the considei..ble sums spent on contiol machi- 
nery to the fixed income receners through direct dearness allowances 
in Smoney or by applying them towards losses mcuried on supplying 
essenti il commodities below procurement prices ■’s has been done by 
Indian Hallway's and factory' owners in the case of their employ'tes No 
doubt most of these expedients base been tried in India in some degree 
rn the shape of the imposition of the excess profits tax, subs'di/ing of 
rationed commodit'es I y' sale at prices lower than cost and grant of 
dearness allowances and later raising of the salary giades as recom- 
mended by the numerous pay committees 

These incomeniences and economic disharmonies lead to con- 
■fiicts, the most glarmg -examples of which are the appearance of black 
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Hiailvets and non.coopeiation fiom the public m control measures. 
During the wai controls may be tolerated temporarily on patriotic 
grounds , in normal times they prove too vexatious and intolerable 
This 13 eridenced by the very universal demand for the lifting o£i 
controls that arose aftei the end of the war in India 

The situation arising under the system of price control ma5' be 
depicted at least partially m a diagram — 



Let quantities demanded and supplied be shown along OX at" 
different prices represented along OY Before control is imposed PE 
IS the equilibrium price at which demand and supply equal OP 
Due to inflation and use in money incomes and reduction in goods 
available for civilian consumption demand puce for available supdlies 
increases as indicated by dotted cur^e D'D' Price will then 
immediately rise to PM at which alone the limited supply OP 
will be equal to the demand Let the government keep the puce 
down at PE without rationing The demand at this puce is seen> 
to have increased to OA , supply at this price may remain OP if there 
IS no hoarding’ in anticipation of a black market arising or control 
price itself being raised later by authority If there is such hoarding 
to the extent of PP" the reduced supply OP'' will sell at P"M" under 
a flee market , because of control, puce in the black market will use 
above P’M" due to risks If, however, hoarding is prevented by 
keeping the whole of OP supplj' in the market and rationing is 
introduced the puce fixed at PB may prevail by limiting the demand 


, '*This 18 speculation, dealt with in the next chapter 
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to OP, that IS moi2 or less M bnngmg the dotted curve D'D' to its 
onginal position denoted bv DD As and w hen costs increase as 
indicated by the dotted supply curie S S Government vrill have to 
■permit raising of the price to PR' fto >vhich nov. the cost of production 
per unit has iisen) for the maintenance of the penodical output equal 
to OP \^e mav al^o note that if price ’s not controlled at all the 
high market price PM tvill tend to mciease the supply until the price 
falls to P'M' at vrhich nevr equilibrium betv een demand, snpplj and 
price will be established under a fiee m »iket Fixation of price at PR 
and even raising it to PB^ prevent increase in supply to OP' 

Fixation of Price The foregoing d.seussion shows that the 
acthontx chaiged wnth the fixation of pnce cannot act entirely 
arbitrarilv if production under pr’vate enteiTinse is sought to be 
continued Anv price that is fixed must cover the costs of production 
mcludinc reason,.blt profit for the propiietor or else production will stop 
Such a pr'ce mav be called Jatr pr,ce, denoting a level that is fair to 
toe producer as well as the consumer This means that the controlling 
authority remains bound by the law of supply and demand, which it 
IS supposed to supplant or at least suppress in the popular mind The 
only thing which ■’dmimstrative auth ritj can do, and which looks 
reasonable is to prevent the price from rising above cost as it does 
immediatelv demand increases and supply cannot be increased Such 
a nse in price (from PE to PM m the foregoing diagram) is not the 
result of incmase in costs and means exceptional fortuitous profits for 
those who happen to hold the stocks — profits that are not at all 
meoessarv to call lorth the ^ supply that already exists But to the 
extent that costs have actually risen and continue rising cotrol pnce 
has to be constantly revised npwards during a period of infiatiOn in 
which alone control has had validity in the past at any rate. The 
other alternative is of course making up the difference bv a state 
■bounty 

But dec'sion about what is lair piice by anv individnal oi com- 
mittee IS a very elusive affair howsoever fair it might apprir to the 
mimtiated public It is extremelj difficult to decide even if the 
various elements of cost remained stationary , m a constantly changing 
situation relatmg prices to costs becomes a superhuman task Fixation 
of fair price for the finished product necessarily means fixation 
of fair pnces for the various kinds of raw matenals, labour. 



CHAPTER XVriI 


SPECULATION 


The Nature of Speculation 

Speculation is one oi the important t\pes of specialized business' 
dealings earned on m countries in ^'■hlch theie is freedom of private 
enterprise Its sign’fieance to the student of economics lies in the 
influence it exeicises on the \alues of commodities it deals vrith and 
through them on the economic life of societv Eor a proper grasp of 
these effects of speculation a short account of its nature and of the 
methods and machinera it employs is necessai'v Liter-ally speculation 
means thintmg about some topic or phenomenon and reaching certain 
conclusions about it , m this sense a philosophei speculates about the 
origin and nature of the univei-se In popular language speculation is 
associated vrith the sharp practices of parsons vrho deal in commo- 
dities to get nch quicUv vrithout anv moral scruples 

Economic? Ih the term speculation is used m a restricted sense 
and denotes purchasing and selling of certain goods bv a distinct type 
of intermediaries between ictual producers and consumers of such 
goods Pure speculators are neither stockists nor wholesale or retail 
dealers in a commodlt^ They may not touch or even see anrounce 
of the commodit% which the^ purchase and sell dav in and dav out 
in relativelv large quantities This thev can do because their pur- 
chases and sales are for future delivery as distinguished from spot 
01 cash transactions in which goods have to be delivered by the seller 
and payment made bv the purchaser soon after a deal is 
entered into The speculators usualiv cover their deals by a reverse 
transaction befoi-e the date of dehverv arrives The buyer sells and 
the seller purchases an equal quantity to or from one or more of the 
other spscalitors or consumers and stockists interested m actual 
purchase or sale of the commoditv Neither of these latter stand in need 
of covering then purchases and sales The consumer takes the deliverv 
and pavs the pnee to the stockist on the appointed date Speculators, 
howevei do cover and this cancels the need to give or take dehveia and 

20S 
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to locoive or make paymont of the price They have sfmply to talce 
01 pa> the difference between the prices at which they sell and buy. " 

An Example, f ' " 

' To take an example, A bu>B from B m the, month of October 
’ 1000 bales of cotton at Hs 200 each to bo delivered -on the ] 0th day 

of following January Suppose sometime duiing the mterverung 
peiiod Januaiy puce, oi January future as it is called, uses to Bs 2l0 
and A sells the lOOO bales at this price to C for>delivery on Januaiy lO. 
A has cancelled his deal making a profit of'Es lO per bale but B, and 
0, who are both spociiLitors, would be left m noediof co-vering their 
sale and purchase of' 1 000 bales bv the date fixed for the settlement 
of thbii tiansactions If 'the price remains .at 210 thioughout the 
remaining period the two aio compelled to cover whether it results in 
loss '01 profit Supposing then that 0 sells to B at Es 210 all the 
thied speculators 'ha\o covered thou purchases and sales C both 
puichased and sold at Es 210 He makes no" profit noi inciH-s any 
^ loss But B loses Es 10,000 which goes to A as his piofit 

I I * 

, , It 18 of comso piobable that the cotton manufactuiei aiKl the 

stocki t of cotton intervene in these transactions If B is a stockist 
of 1C00 cotton bales and wants to sell his stock by Januaiy and C is 
r cotton mill owner who will want similai quantiiv of cott.n m 

J * 

Januaiy for spinning it into yarn, neither of them will cancel their 
deals In such a case A, the real speculator, who bought from B at 
Es. 200 ivill probably coier by selling to C at Es 210, and on the day 
of settlement , he y ill ask B to give delivoi y to and receive payment 
diiectly from C , C will however pay Es 2,10 000 (lOOOXEs' 21Q> 
but B IS entitled to iccone only Es 2,00,000, (1000 X^s 200) This 
difference of Es 10,000 will bo pocketed by A as a speculator. 
Had the puce fallen and A had to sell to D atEs 190 0 would have 
paid only Es '1,90,000 and the diffeionce of Es 10 000. would have 
been made good by A iThe profit oi loss of B as a stockist or importer 
will of comse be detoimmod.by the puce ' at which, lie purchased or 
imported hisistook, while C’s position will, be governed bj' the price 
he IS able to get for the vain It is of icouise possible for a stockist 
to sell duectly to the cotton manufactuier for spot diUvary without 
the intervention of tlio .piofessionahspeculatoi All spoculatne markets 
'' 14. I 'll t > i. , '-'.If, 
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in a hall crowded with speculators ' w ho do not see or touch 
them Such is thi caso with most agricultural commodities — wheat, 
jcotton, jute, oil seeds, other staple food grains, rubber and tea — 
which possess standardised grades and whose supplies are seasonal 
and subject not only to changes in demand but more 1 vrgolj te changes 
in supply duo to natural causes such ns diougnt, excessive rainfall, 
irost, fair and foul weather ovci which the jirodut-or has little control 
Then there are the metals — precious like gold and silver and base like 
iin and copper — whoso annual outputs are apt to varj from > ear to 
year, and whoso demand is even more prone to fluctuations duo to 
■changes in business and political weather of the world There are 
frequent booms and depressions of shorter or longer dunition in indus- 
try and trade, in building construction and 111 armament manufacture 
Lastly come shares of companies and securities or bonds issued by 
governments and somi-public bodies, like Improvonr int and Port Trusts) 
whoso supplies are limited hut v.alucs aro subject to heavy hnctuations 
with changes in the foitunes of their issuois /'bihtv of public 
authorities to repay the bonds on mntunty and to meet regularly 
until then intoiost falling duo ponodicrllj, is afTooted favoi.iably 
fay financial and military strength and advoi’Sclj by ncjiual and 
antio'patod budget deficits, throats of war urd repudiation of debts 
Bates of dividouds or annual jirofits distributed b> companies vary 
widely due to ups and downs of busmess conditions, strikes and lock- 
outs and a number of otlior causes 

, Prices of most manufactured goods are not subject to such 
fluctuations Their production and cc.isumption are logulai tlnougout 
the year, and output can bo easily increased oi reduced to meet 
variations in demand Information about these latter roaches the manu- 
facturers quickly tlirough retail and wholesale doalois, who mcreaso or 
■curtail the i orders from timo to time according to oxpans’on and 
’’ contiaction in turnover The farmers who sow cotton or wheat 
evidently cannot adjust then sowings so qu ckly oi thoroughly Tho 
prices of man ’fncturod goods tluis may remain fixed for years together 
until some major change occurs nr demand through change of fashion 
or in supply (through invention of machinery perceptibly loducmg tho 
costs Consequently there 18,110 scope for speculation in those goods 
Howovoi, manufactured commodities like sugar aio an exception The 
whole- oar s supply is produced by tho sugar m 11 s duung tho cane oiush- 
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ing season vfhich ei^tencls tc ]usfc about thiee months It is not therefore 
possible to regalate pioduetion month b5 month or to estimate the rrhole 
vear B retiuiTements m advance And even if this were possible seaso- 
nal output of sugar by the factoiies -willieinain subject to variations- 
taused to the v leld of sugarcane ciop itself by floods clioughts pests 
and aibitinj choices of millions of fanners about the arba planted 
Mith cane fiom -jeai to >ear The formation of the Indian Sugar 
Sindicate ulnch contiols output and piice of sngax of its membei 
factoiies has no doubt leduced the puce fluctuations Tet, complete 
ehminat on of price larntions oier a number of >eai-s is impossible 
unless ver\ Luge stocks aie -withheld m v ears of good ban ests and 
released in those in ivhicb the ciop is lean 

Speculative Markets or Exchanges 

Speculation in these commodities is usually earned on in- 
separate markets specialh organized, called oschapges genei-’llv m 
collecting centics or terminal maikets nliere stockists and laige scale 
dealers tend to congregate Thus there ate to be found in impor- 
tant Handles in all the advanced countries Gram, Cotton, Bullion, Sletal 
and Stock exchanges We have m India Gram exchanges in Bombay 
and Hapui, a Cotton exchange m Bombav, and Stock exchanges in 
Calcutta, Bombay, Had, as, Delhi and Kanpur Their organisation 
and methods of voik are veit largelj similai A number of persons — 
from i few hundred to a few thousand — form an association or 
comiaanv for pi ending a market place oi Hall m which they meet 
fiom daa to da-j to puicliuse and sell -among themselves either on their 
own account as jobbers or on behalf of non-membeis as brokers Thev 
consist of both puie speculators and also those interested m actual 
delivery and payment such as stockists and mamifaotmers Eight to 
deal m the exchange is stnctlj limited to membeis or their authorized 
agents, and a definite Set of rules is drawn up go-ierning such matters 
as admission of nemhei-s and methods of delneij ,md pajinent and 
presciihmg penalties Joi mfnngement of i-ules sc is to piovent, as far 
as possible, abuses and illegitimate piacticcs described later in this 
chaptei Confinement of dealings to members onlj and strict set oi 
rules of business axe necessarj to enforce fulfilment of large futures 
contracts entered into in a hnirj by a mere word of mouth or pencil 
entries in jpocket books Outsiders, if allowed to deal, may repudiate 
contracts proving mcomenient, or may prove unable to fulfil them 

f 

I 
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Mcnibors’ Cnanciu! Btnncling and intcgrit j arc known to eacli other 
while the ruloa of .huBinoss and thoir onlorcomcnt hv an elected 
managing coininitteo ensure fulfilnicnt of conlnicts, v ifhoufc vhicha 
spoon htno iniukot cannot function c%en foi ii dtt> 

Ho'',e^ol, liinil itiou of dealings to moinhois atul of the xiunibei 
of such moinhcrc, docs not mciin Hint Imnsactions arc confined to them 
Thou«''iid8 upon thousands of outsiders scattered over trio whole 
■countrj ati'losen forjigiiors dontfunllj spcc-uktc thiough the inombers, 
who act as hrokois at e aerj small coimnission Ikch memher remains 
Tespoiisihlo for all transact'ons effected bj him either foi, Inmsolf or 
for his customers, who mas bo onlsidcis In important osehangos 
like the London Stock E' change members ire diaided into twc» distinct 
classes (l) jobbtrs who po-sess enough t.ip''tal and who therefore dcil 
on then own account only and (2) brokers w’ho purchiso and sell on 
Iiohalf of othois onlv Tips is netessavi to pn>vont a broker fioin 
<che iting a customer by purchasing the litters shaics (or any other 
•comrncKlity dealt in at a commodity exchange) at a low price or selling 
his own shams to the customer at n price Jiighov than the one preraihng 
an thomirkot when the deal is put through Uiifortunafoly this sound 
practice hies not xol boon adopted by Indian stock and commodity 
exch.ingos duo to tlie aolunic of business bomg too small for any 
eonsidoriblo numbers of inornbcrs to act as brokers or jobbore only, so 
ihat they act in both c ip.icitics ^notlici safeguard to piolect the 
•dealers in the exchange is that the momhm, who wants to purchnso or 
sell any piiticular slmro oi security, goes to n jobber and asks him io 
nauie the i>nec of the security ‘ ho is nitcrosted in W'thout tolling 
“whethor ho will ifurchasb 01 sell Suppose the Socuiily concerned is 
TataOrdmiry share The jobber avill then quot- two prices, Say, 
Bs 290 — 291, w'biCh incatas that bo will pui chase at the lower and 
sell dt the higbar figuie, the difference of Bo 1, called the jobber s fxtrn, 
Toprosonts bis own piofit for the randy soiyico bo lenders m mooting 
the roquiroinyuts of both the piiicbnsoi's and sollem Ibis difference is 
usually iniulu yorv nnrroyv by competition among jobbore 
< 1 

jRftks of Speculation. 

' I Speculation is on the face of it TO! y risky ,,it cairics chances of 
huge losses as x\ ell as high profits Ordinarily all business — growing 
of crops, Jiiming tiado, stocking, importing, exporting manufacturo. 
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baulving — IS rislv^ to the extent that prices nio Rub)OCt to fluctuation 
between the dates of purchase and sale And this iisk has incieased 
gioafh in the modern age where purchase, pioduction and manufacture 
of goods aio initi ited months and j cars ahead of actual demand Bub 
apecul ition, in the sense of contracts for future dobvorx and their 
cancellation by cosormg or reverse transactions before the date of 
delnen , is s/)cc»a//y MsJly in so far as a speculator has, and takes 
ads antnge of, opportunities for otcrlradtftg He purebsses and sells 
quantities much ho^ond the capital it his disposal Ho has to find, 
not the full quantity of a commodity ho has sold nor full price of the 

t 

quantity he has puichased hut, onlv the difference between the sale 
and purchase prices, and a part at any rate of oion this small capital 
^la^ bo borrowed SecondK, not basing the lequisito capital the 
speculatoi has to cover by the date of fho contract and pay or rcdaive 
the diffoicnce It is true ho can carry ov'er^ot do what is called bhdla 
in Hindustani that is, continue the transaction for another small 
period until the next settlement day For example, if A, who has 
puichased cotton for ,Tanuar\ doluary at Bs 200 anticipating arise, 
finds that the pneo has actually fallen to Es 190 but hopes it will use 
again after Januaiy, he may sell m January at Bs 190 and purchase 
again at the same pi ice for March delnery Yet, in January ha must 
pay the difforonco of Es lO per halo Badla is thus essontially anew 
transaction which carries its own risk of a further fall in price betwooii 
January and March At the most it gues to the unfortunate speculator 
'the consolation of better tunes in the futme, which may not come 

The result of such ovor.trading and re^atneh quick and- 
compulsory settlement of accounts is rapid and hBa\^ rises and falls ,of 
fortune for the speculatoi-s Millionaires are literally made and 
unmade overnight by speculation, and the chances of quick gains- 
attract all kinds of adventurers to speculation and lead to some of its 
vvomt evils A considerable percentage of the outsiders, who enter 
into speculative dealings through member brokers, consists of persons- 
who know little about the trend of future prices Their dealings are 
in the nature of gambling — they stake their capital on the most- 
uncertain chance of price mov mg in dieir favour’ But speculation is- 
not gambling for the piofessional expert, who deals in futures on the 
basis of defimte information in his possession He has knowledge not 
"only of the'existing stocks of the commodity he deals m but of the> 
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probable changes m its demand and supply through crop repoits and 
other information ■nhich roach him 'almost dailj from the farthest 
comers of the ■norld On this basis ho estimates tho future courso 
of prices and undertakes tho deals like any other businessman HiS 
knotvlcdgo and otporionce nsualh prove ^correct and ho reaps diis 
rewards In a few? cases, whore they pro\e wrong, bo cuts tho losses 
soon hj ro\orsing tho transaction and Jvoops rcadr sufficient resources 
to meet the losses actually incurred On an /average Ins oporat 0ns 
pro\o profitable to himself and, as we shall sec, beneficial to tho interest 
of tho communitv Tho dealings of the amateur or inexpert speculator, 
on tho other hind, pro\o injurious to the social as well as to his own 

I * 

interest 

» ! 

Bulls and Bears * 

Business ahfiity and talent differ from person to person ; so do 
tlio inteipietatiouB of crop reports and other information and the 
estimates based ’on such' information ■' Some are more shrewd than 
others , if this were not so and all the sjioculators judged every factor 
oqtially speculation would stop A bad nows will make oveiybody 
a seller , a good piece of nows will turn them all into purchasers "But 
for each single transaction both purchaser and seller are needed 
Happily for tho speculators, factois affecting piiccs are manj, nows 
come in lots and individual judgements about their combined effects on 
price vary widolj Even if all of them fool at a time that prices will rise, 
which 18 rarely tho case, they are apt to differ m regard to the extent 
of such rise, so that those who think pneo will rise by not more than', 
sav , Es 10 par bale, begin to sell as soon as that rise has taken place, 
while those who feel price ought to rise by Es 50 will continue 
purchasing until that limit m riso is reached By then their judge- 
ments and decisions may change and opposite deals may commence. 
This 18 what actually happens in tho dailj life 'of tho various oxdianges. 

‘ >1 > 1 I' 

Those who feel at anj time that facts,, of the situation, such as 
future increasoiin demand ot shortage in output <wrhich they anticipate, 
warrant a use in prico.’begin to purchase abd their purchasing then 
tends actxially to raise thq price Thoj are called 6»«ffs,,in speoulativa 
torminologv^ nBut it is likely that others at tho same time tliink that 
the 'sames set of facts will sooner or later lower tho price and begin to 
sell Their sales tend to push down tho price or at any rate do not alkaw 

' . - i ti. 1 . 1 
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iSifeoTise as much as ifc "Would if their estimates talhed -with tho«e of 
the hulls The^ aie called beats < But speculatois ale nob divided 
into two distinct classes of bulls and hears as members of an impor-, 
taut e3i.change are divided into jobbers and brokers A bull in cotton 
mav be turned into a bear bj a single telegram anouncing favourable 
■weatiier and a iaigei. "yield in an extensive cotton growing region 
'Thus t3ie experts/ differ and price fluctuations and then attendant 
■risks continue Yet those moie informed and shieisd win in the end 
and push the puce towards tne right or normal le\el ’ ^ . 

I 1 > ' 

Option Dealings 

The losses and gains resulting from pnee fluctuations and taken 
oi er by the speculators as a class aie spread over a large numbei and 
made bearable by the process of diffusion In a rising market no set of 
bulls vaits till the rise stops , in a falling market no set of , bears sits 
idle until the puce has reached the , bottom Tbey^ are constantly 
covering and sharing among one another the profits and losses of rises 
and falls in prices , , , , t i 

In this process bf shifting of gains and losses oi>i on ’’dealtngs 

(called m Hindustani)', which form a part of most specula 

' ' I ^ 1 * . - 

trve markets, are of gieat si^ificance They provide to the speculators 

a device by which those who like can throw the whole or part of the 

risk on to their other companions willing^ to take il; at a pi'ce called 

t"he premium Thus a short seller may buy fiom another speculator 

or perhaps a stockist at the same price at which ' he has sold not the 

quantity he has sold but the right tohuy^ (termed the call op’ton), thaf 

quantity at his option within a given period by just pay mg a ’ premium 

*5 t ( ^ V 1 ) “ J 

at so much per bale or other unit If the price rises, instead of falling 

— 'I *" 

as he expected, he avoids the loss by exercising the option to call for 

I f 1 t 1 a 

delivery of the quantity from the seller of the option But if the 
price does fall he ignores the option and loses the premium but 
makes a profit by covering his sales at the Iftwet price - He thus 
Lmifcs his loss from rise in iprioe to the extent of the premium paid 
but keeps imhmited the ^chances of profits from a,fall in price * A 
bull operator, who buys long at a certain price, may on his paifc but at 
fdie same time a put option; that is, the right to sell a similar quantity 
atlhe price at which he has bought dor forwatd delivery by the datfe 


^See example given in the next paragraph' 
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• of deliveiy if he •wants to do so 'ilf the price 'nses' he sells and> takes 
‘the profit. Ignoring" the put option he purchased Of course the 
Qiromium paid' for the option lapses But if the price falls, his* loss 

becomes limited to thsipremium paid, foi he ithen exeicises the option’ 
. to sell the whole quantity he bought at the price at winch he bought 
it In the absence of such an option he would, have been compelled 
'to sell at the lower price and bear the whole loss equal to the difference 
‘betweeni the puichase .and sale prices The • .manufadturers and 
stockists of mateiikls ifa'ay also purchase call and put options repectively 
at the prevailing rate of premium for quantitiesi th'ey wantj_to purchase 
!>or sell, thus limiting their losses and keeping gains unlimited 

< ^ ’1 ! ' a'l • I > ( ' < ' , > 

f Some * speculators )pay at times trv. to make unlimited profits 
without e’ther buying long or selling short and vet limit the losses to 
Ilevels considered safe bv them This they can do by buying a put 
and call option oi double option by paying 'a" double 'premium or 
charge for thO'double right ' The purchaser of a double option has the 
Tight to either purchase or sell the ‘‘agreed quantity at the .agreed 
, price within a given peiiod-of i time, say, ibetwCen the dates of two 
settlements ' Supposing he 'pays Es 2 per ibale - Ee 1 for call option 
and Ee 1 for put option — dnd contracts to puichase or sell lOOi bales at 
-Es -200 within a month . He thenjpays Es i'200,in lall Jf, the price 
--Tises or falls by not more than Es, 2 Above and belo'wEs 200, rhe gams 
mdthing by'exercismg either of 'the two options' of '■'anddoses his Es 200 
, paidas premium 'fbr double' option But if the puce nses or falls by more 
■than Es 2 within the month he makes a profit ' ' 'Supposing the price 
rises'tO'Es 2i0i he exercises th6 Callioption and, purchases from'the 
‘seller of the' double- option'< 100 bales at Es 200 and sells them at 
Es 210, making a profit ohEs ilOOO on'the deal' Deducting the Es 200 
paid as f premium, hiS net profit will be Es 800 ' He 'will make the' 
same net profit even if the puce falls by iEs ‘.Oto Es 190 For he 
will then'exeicise theput option and sell to the seller of the option 100 
bales at Es 200 and puichase them from some ‘one ' at the prevailing 
pnceofEs 190, w hich means . again a profit 'bf Es, 1000, But’ the 
snin of Es,(200 already paid as double premium ivdl have to be 

• deducted, leaving Es 800 as net profit • ' 

' ' The losB'is thus limited to the the amount of the premium but 

gam remains* unlimited And capital needed is itself' leducod ' to' the 
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.imount of the piemmm as sales and purchases are cancelled and only 
difference received as profit Option dealings thus look to be ai-very 
profitable proposition at a very small risk But in practice this is not so^ 
The sellers of options are clever people whotiyto earn profits forthem- 
selves at the i expense of the purchasers of options If they find that 
fluctuations are likely to be wide they will raise the premium Bor 
example, if the premium were Es 5 per bale par option or Es lO per 
bale for double option the purchaser of the option will make no profit- 
until the price either rose or fell by more than Es lO.per bale If it- 
lose or fell ]ust by Es lO.ihis gam will be ]ust equal to the premium 
he has paid, leaving him with neither gain nor loss But jf the price 
fluctuated within a range of less than Es lO on either side he will be 
a net loser But the seller of the option will have pocketed Es 20Q 
paid as premium bj the purchaser ' - ’ 

/ 1 

Speculation and price. 

The effect of speculation on price is broadly to equalize it ^ovet 
a period of time, say, between one harvest and another of an agricuU ^ 
tural commod'tj Any shortage of supjJv > in the future, indicated 
by smaller acieagd sown or bad weather in one , or more of the 
producing regions or countries, will start bull operations and raise the 
future price Similar wiU be the effect of any anticipated increase 
in demand And then the' present or spot price cannot but be affected ~ 
Similarly If wheat-price ruling in October is Es 25 per maund and 
March price becomes Es 28 in the wheat exchange, the stockists and 
wholesale dealers Will sell for March delivery at Es 28 rather I than, 
at Es 25 immediately Even retail transactions will stop imtil the 
spot pnce becomes Es 28 On the other band, if future supply is ^ 
estimated to be larger or future idemand to be shorter than usual, bear 
operations in March and April futures will gather strength^ and push 
down the price, say, to Es 22 for wheat deliverable in those months’ 

It will then be to the interest of every stockist or owner of wheat klia- 
ttis to clear his existing stocks at any price that is mot below Es 22, for 
no better price can be obtained if he waits Thus the fall in the futures 
price will be immediately communicated to 'the spot' prices in the 
wholesale and retail markets ^ i ^ " 

< This means (1) that the price that is < hkely to prevail_in tho' 
future, that can at all be foreseen, is at once registered ' m the specula— 


tn 0 market;, (2) that spot price is immediately brought into conformity 
with the future price, (3) that the spot ns well as the future prices of, 
a comhioflity, m ■which' speculation ezists, are determined by the forces 
of dhmand and’ supply as acting ‘in a concentrated manner in the 
spscPlativo marketi and (4) that sudden jumps or abrupt changes im 
price are prevented to the extent that ' their causes begin to act on^ 
price much before they actually occur in the fields of consumption and. 
production' There is a fifth development’ that needs notice "(6) Al-c 
though abrupt breaks in pnce are'smoothed out, jutnor fluctuattaas- 
becsftie very frequent The ' speculative market being the 'nearest, 
approach to a perfect market, becomes naturally sensitive like the 
seismograph, registering imtaodiatoly the slightest tremor felt m the 
spheres of supply and demand, occurring thousands of miles away homi 
the place of its location, Thus it is a fact that ptices on the 'commodity 
and other exchanges fluctuate fiom hour to hour with the slightest 
indication of any factor likely to affect demand or supply 

An important point that emerges from the foregoing account of spe- 
culation is that speculative demand has ns much effect on price as the 
demand of the whdiesale and retail deatsis and of consumers who take 
delivery and pay the price Same is the case ■with speculative supply 
Whetlier an actual producer or a stookitt of cotton sells in the market, 
or a mere speculator who has no stock of cotton on hand,' price does- 
fall But the effect of speculative demand and supply is temporary 
in 'SO fax as every bale of cotton purchased by a speculator is sold, 
sooner or later and all his short sales are later covered by puichases 
The levels of prices, settled by his demand and supply from tjme to< 
time, are usually confirmed m due course by 'the demand and supply 
of the ultimate cousumor-s and .producers of the commodity In fact,, 
the demand price of the speculators and other intermediaries for any 
commodity is based on- their estimates of the demand price .its- 
consumers will pay , and if a speculator or a stockist is willing to 
sell a commodity at a certain price it is because he feels that the actual 
producer will have to accept that price as soon as the causes anticipated 
'by h’m’ have their effect felt ’‘Tf and when therefore his forecasts- 
about the actual demand and supply prove wrong, the prices- 
detei'mined by his deals caniit be maintained and he is bound- to lose- 
heavilv ' Over-estimation and under-es'timation' of actual demand or 
supply by a speculator are sure to make the pnce move m the wrong 
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-direction tor ihirn at any rate and to bring him loss m place of gam 
Thus the ultimate determination of the Itvel of price rests on the 
strength of ithe demand and supply of the real consumers and producers 
-and not of the speculators or even dealers Of course, these latter can 
•prevent the forces of reduced demand and increased supplies from acting 
-on price to the extent of their, ability to hoard stocks ■with the help of 
•their financial resources They may also keep down prices for a while 
iy releasing stocks previously hoarded But they can neither go on 
hoarding continuously mcleasing flood of supplies of perishable food 
grains at anj late, nor can their hoards, however large, last for any 
length of time and pnces do find their true levels soonei or later , It 
•cannot however, be denied that the miscalculations and manipulations 
•of the speculators do make the price diverge temporarily from its 
correct level 

The effect of speculation in a commodity on its price may be 
itranslated in terms of demand and supply curves Thus any’ 
anticipated increase m demand wjU shift the futures demand curve 
above the piesent one , and any future shortage of supplv w.ll shift ' '■ 
(the futures supplj cui-ve above the existing one The two will then 
snterSeot each other at a higher point, ^hich means a rise in the 
rfuture pnce Ihe curves representing the present demand and supply 
-will themselves then tend to coincide with their future counterparts 
dnd raise the spot price Conversely, decrease of demand and increase 
of supply anticipated by the speculators will shift both the futures 
•curves below the positions oi the piesent ones and a lower future 
price will lesult ‘ Sooner than later the curves representing existing 
aionditions of demand and supply will approach and coincide with their 
•coriespondmg future positions and lower the spot price The hftects of 
•ether situations such as simultaneous increases and decreases in 'both 
<di mand and supply, may easily he worked out ' 

' ' 1 ■■ i . 

Advan ages of S,>ccaIation 

Speculation does not only provide those engaged in it with an 
extensile field for the gainful employment of them financial resources 
and specialized talents It proves benefic’al to the interests of society 
and that m three important ways viz (l) provision of a , continuous 
jnarket , (2) opportunity offered to actual producers and dealers m a 
^mmoditj to a\o4 risks of price fluctuations , and (3) regulation of 


( 222 ) 

^pirattons of the traders and productrs of tttalertals aud of thetr 
-nianitfacturers 

Avoidance of Risks of (Business by Hedging Aflmitteaiy 
the risks of business of most types ha^e increased enormously 
lyith the extension of markets and production on a large scale p 
in ant’C'pation of demand The manufacturer is evidently exposed 
to the risk of the prices of his products falling below cost if the price of 
rav. material falls between the date of his pui chase of the material and 
aale of finished goods The various dealers m agricultural commodities 
purchase them at the time of the harvest and stock thepi for sale 
gradually or in one lot in the expectation of a profit, but the price mry 
fall and result in loss And the fall in price afi'ects adverseh even the 
growers of crops and producers and stockists of minerals and metals 
in so far as their costs have been higher than the prices obtainable 
If of course prices rise they make exceptional gains 

But produc-ers, manufacturers and stockists are or should be interest- 
ed in smooth running of their respective businesses at normal margins ' 
of profit , they are not speculators If they' undertake risks of price 
fluctuations their business becomes subject to stoppage or complete 
breakdown m case of loss and perhaps feverish increase of output in 
case of exceptional piofit Both are injurious to the interests of the 
consumers, who expect regular fion of goods to sabisfv their custom irv 
wants A businessman himself d slikes these ups and downs unless he 
happens to be a speculator But a speculative factory owner will 
sooner than later rum his business and peihaps be compelled to jom 
, one ^t’'(-he exchanges, which is the proper place for a person of his 
\tempe Ikment The normal man of business, whether he is a producer, 
^tockist or manufacturer, will always like to avoid these risks if he at 
all can And the speculator is ever there to meet his needs 

This process of protecting themselves against price fluctuations 
hy various types of businessmen is lightly termed They 
hedge themselves from risks of loss as the hare hedges itself against 
risks of seizure by hounds Hedging m this technical sense meins 
selling against purchases or purchasing against sales more or less 
kimultaneously so as "to avo’d exceptional gams and losses and >seoure 
the rate of prdfit normal to the trade Thus the manufacture! , who 
ifaas purchased m the season 1,00,-000 bales of cotton normallv spun bv 
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'Ids fnclorj' m a ^oar, at sav Es 200, maj soil immediately to a 
speculator m the cotton e\chaDgo similar quantity for future delnery 
at Bs 202 ^ If the price then falls to Es 150, ho will be compelled to 
soli his yarn at pioportionateh lower puces and incur a loss on such 
sales But the loss will bo made good bj profit on his sale in the 
apoculatno maiket at Es 202 Before the date of deliver j he u ill 
pari,hase 1,00,000 bales at the la wer piice of Es 150 and deliver them 
at Es 200 cMch The stock of 1,00,000 bales purchased initiallv'in the 
se ison will of course be utili red in the factory Incase the piice of 
cotton 1 ises to Es 250 the price of varn will rise proportionatelj and 
he will make an exceptional g-un from spinning , but it will be 
cancolled bj his having to pnrcnaso 1,00,000 bales at the higher jirice 
ofEs 250 and to deliver them to the speculator to whom ho sold at 
Es 202 In either case ho will bo left with the normal rate of profit 
yielded bj a spinning factory 

A manufacturer of jute, who has agreed to supply a given 
^ -quantitv' of hi gs to one or more flonr mills at a price faxed m advance 
on tiio basis of the price of jute at the tune of the contract, ma> simulta. 
■noouslv enter into a hodge contract m the jute exchange for purchase of 
the appropriate quantitj of jute at the ruling price and thus avoid the 
loss fioin tlio nse m the price of juto It is of course evident that 
if the jince of jute falls the opportunity to purchase jute at the lower 
puce and to make laiger profits will also be lost, the stock of the 
required raw material having alread-j been pnichased at the higher 
price It ma 3 be noted that the cotton manufacturer of oux example 
purchased and sold cotton, his law material, at more oi less the same 
price , tlie jute manufacturer sold jute bags and purchased jute at 
pnc3s in hurmonv with each other Such contracts are entered into 
by manufactuiers in actual piactice 

The practice of such hedging is also common among stockists, who 

t 

raav sell foi future delivery each lot as thev purchase and put into 
stock The difference between the puce at which thev are purchasing 
during the harvesting sejson and the futiue price will normally be 
enough to remunerate them at a reasonable rate or else thej will stop 
purchasing until the difference IS again brought into relation with the 

’ ■'The future price at any time is normallj'- higher than the spot 
jirico to cover costs of stocking . 
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costs of stoEJ^e, mcluamg interest on capital and loss by deterioration- 
Here also "we see simultaneous purchasing and selling at more or less 
similar prices Hedging against risks bv manufacturers and stockists- 
as ivsll as speculatox-s is also possible, as ^va have seen, through 
purchase and sale of options Hedging is thus seen to be “protecting 
one s self from loss by betting on both s'des 

These opportunities, provided by the speculative market to the 
stockist and the manufacturer benefit the consumer bv lowering the 
prices of food, cloth and other manufactured goods Eor rn the 
absence of such tacilities each of them will have to charge a higher 
price for his services to cover the risks of price fluctuations The- 
cotton manufacturer’s wrll charge higher prices for cloth, the jute 
factorv for hags and tire flour miller for the flour that he puts in the 
market Thus in the complicated process of the movement of goods 
from the grower to the consumer in this ag r of big business we find 
the speculator as i necassrrv link m the chain He takes upon his 
shoulders the I'sks of pr’ce fluctuations and frees the actual pro 
ducal's to cany on their lespective tasks with oertaintv of normal 
rewards for their outlays in labour and capitak He msureta a factory 
owner or stockist against risks of price variations as an insurance 
company insures them igrinst losses from fare or other risks and his 
rewards are in the nature of premiums paid, for providing indemmfcv 
against losses The speculator s resources act as buffers bet’wean the 
■producers and consumei-s, absorbing the shocks of price fluctuations 
and preventing, to a considerable degree, their communication to the 
industrial and commercial machmerv His revdmess to purchase and 
sell and to meet the losses incidental to the fulfilment of his contracts, 
makes the productive machinery run continuouslv and "it a lower cost 
to the community 

> 

‘ Regulation of Production and Consamphon There is a wide 
gap of both time and space between production and consumption in the 
moderti svstem of ^industrial life Millions of producers" — rowers, 
transporters stockists, manufacturers md distributoi-s— take part m the 
process of dehvsi-tiig the goods to the consumer Tbev all take 
decisions and work indepandontlv of each other without the esisteuce 
of an> macbmery available for eithei consulting the vashes of the 
consumers or coordinating their own acUvifaes In this otherwise 
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ch olilc situation ifc IS the puces cf their lospactije goods ind. sei vices 
ithat provide ^guidance to each and bring oidei and haimonj in then 
activities A high price piomises good piofit ,and inahes the gioweis, 
manufacturers and various inteimediaiies to redouble tlieii efifoits , a 
Jow price tends to sloia down the speed of then actn it os 

To tbe extent that sjeculation helps to log stoi correctly the 
uture price montlis and sometimes years ahead of pioduction and con- 
sumption it proves a good guide to the consumer as well ss the producer 
Attention to the coming shoitage of supplj is drawn by the rise m 
price resulting from bull operations The consumer starts puichasing 
less and thereby helping, though uncoiisciouslj, in conserving the 
existing stochs , the ploducer on his part tiies to inciease production 
rn his own interests and helps m augmenting the future supplies or 
reducing the expected shoitage Both processes aio necessarj'' in social 
' interest and they ato helped by the speculator’s actitities Again a 
glut expected in the future supplies starts bear sales al d lowers ' the 
price, both spot and future The consumers mciease then' purchases 
and producer’s attempt to reduce their output each m h's own interest 
The existing stocks are consumed at" a higher rate per day or -week 
while the rate of output per day or week is ledu'ced-; tire' future glut 
•and crash of puce are prevented rlong with the bankruptcies 'and break. 
' downs of productive entei puses that ’ aie a'necessaiy consequence of 
-such gluts and price crashes Says Piof Taussing 'The fundamental 
effect of speculation is to piomotc tl c establishment ot ‘■he equilibiium 
•of supply’ ind demand ’ It tends to make daily market pi’ces conform 
to the seasonal market price and to make the season d market price 
sucli that the rshole -seasonal supply is disposed of In the Economic 
stage rn which market is iihrited to a small area and goods hie 
prodiicid ta order there is ne ther need nor existence-’ 'ofspeculation 
' More or less similar sitrlation obtains' in a strictly planned economy 
" where' production and consumption arc coordinated b\ central authority 
' In between the two lies free economy of to lay in which price remains 
'’the invisible > coordinating’ authority It may be that economic life is 
~ imovmg hack to hhe ' state 6f' to ordor, complic,it]ons of 
' inacuine production notwithstanding -- ^ , 


'‘^Taussing s Principles (Vol Ip 156 (Thud edition) 1921 
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Eren the stocls exchange inoculation in public loan bonds and 
sbaies of companies IS not in unmixed eiil is his been argued hr 
Prof Chi * Speculators in stooh exchange 'seouiities do help the 
inre^torh^ gning an indication ol the futnic piospeots of a security 
much in advance besides pioviding a continuous maihet m uhich he can 
quickh and comenientl-j lealis'e his holdings m case of need Without 
this faciliti he will have some difficulty in purchasing while the diffi. 
culty in selling may detex him from investing even t- new companies, 
which Prof Clav ulunts to be a justifiable opei^-tion Not only com- 
jianies hut public authorities themselves are able to raise funds agnirst 
new securities because speculators are theie to take and hold them in 
the hope of profits until the real investor is ready to purchase them 
Again the speculator s anticipations about future prospects of an rndustiw 
jud the fluctuations ciusad m share values by such antioipatious are a 
help to the industrialists and comp my promoter's in making their deci- 
sions about extensions and contractions of then opeiations invaiieua 
lines of productive entei-prise 

Even speculation in land is justifiable to the extent that 
speculators purchase and develop land for cultivation or ' building 
construction in the hope of demind increasing in the future They 
bring it m a state m yvhich the fai-mei and housebuildei can 
commence their lespeotive opeiations It is tiue that speculation^ 
in land cannot expand or contract outjut because 1 md is not produced 
But its developtne'^ t does expand and contract according to changes m 
demand as foreseen bv the dealei m land Those who extract 
miuerals fiom the deeper i lyers of the earth oi wheat and cotton ^ from 
its uppermost cuist vse cill soil aie also m a sense developers of natural 
resources and not cieaters of anything th^j did not exist before 
Evils of Speculation • ^ 

Speculation like am othei state or pin ate ■ business aotnity is 
open to abuse and hkelv to b ii-m social interest more than it promotes 
such inteiest Economic contiols liable to coimpt prictices by officials 
and businessmen provide m example m the field , of public activity 
Abuses of speculation ire of two types (l) Speculation by the inexpert 
or (tniaieur speculator yvho has no knoyvledge of the future courses of 
demand and supply oi who has insufficient equipment in the matter of 
intellect and experience to interpret the information ho possesses and to 
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Somotlmes oven doliVorics of \vholo sHpplies thus puichasod may bo 
tvben and p.iviriont mado fiom the huge losomcos inarshallod in aid of 
the cimpaign This is called contertug tj supplies a\hich enables 
fancy prices boing charged fiOm the boars oi shoit sellers or etdn 
consumers This is called a 6ertf squeez: 

(b) Bear raids or largo sales unrloi taken to lower prices 
without anv expected glut m supplies oi fill m demand and 
to cover it the lowei prices so us to m iko profits at the expense 
1 of bulls 'Ihoso two-fold piacticos nm not be taken as serious 
if thoir effects wore limited to the mutual squeeros botuoon 
bulls and hours Unfortunately then loporciissions aio widei and 
effect adversely both pioduction and consumption Undue use in puces 
xusultiug from unfair bulling reduces consumption and inci'CaseB 
production so long as the corner does not burst When it does health 
of the economic machinery is lestored hut not without hid after effects 
' Undue fall in pnccs m its turn incioases the rate of consumption and 
reduces that of production, making the gap between the two wider which, 
when discovered, leads to huge shortage in supply ind unprocodentod rise 
in price It is bound to cause under-consumption and unomploy mont 

(3) Promotion of get-rich quick mentality an'd spirit of 
’ g imhling IB another evil of speculation It makes so many people 
expect rowaids out of all propoitioii to then outlay s nr labour and 
capital The interests of the communitv require, on the other hand, 
that rew irds ' should be proportioned to efforts The ‘professional 
speculator does prop lie for, and devote time, onoigy and capital resources 
to, his speoialirad yob Legitimate speculation on his part is essontiully 
productive labour and his rewards, even though high, are really 
earned ^ ' 

' nj,| ' ' ' - ' I i!i ' 1 ' I, ' , ' 

^ Control ol Speculation 

^ , j Because of these evils some have advocated complete ,piohibition 
‘ of all speculation ^ But recogniying its functions and services in a free 
economy such a step would evidenth be injurious , nor would it ho 
possible to enforce it Speculative deals may continue secretly, 
partioularly because actual deliveries and payments are absent 
dlearmg of dtfferet ces ampng gainers ' and losers can go on tn cash 
witb^t detection and with great loss to the jmblic treasury in so far as 
speculator’s incomes like the black profits are bound to bo kept secret 
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> The really desirable measures against speculation are those that 
prevent undesirable dealings, vi^, (al Dabbling by outsiders and those 
with resources insufficient to fulfil their contracts and ib' Illegitimate 
practices of the expert and fmanciallv strong The 'laws 'of the state 
and b^e-laws of the exchanges do attempt to do this by enforcing' 
publicity of confci-acts and prices at which they are icntered into fiom 
day to day Deposit of proper margins and their maintenance at loiols 
dictated by pi ice fluctuations fiom time to time is another device 
usually onfoiced by rules of business and sometimes by legislation 
T'oiwaid business is sometimes piobibitod The Calcutta Stock 
Exchange alloyvs only spot transactions, insisting upon dolivory and 
payment within a few days of the contract But there is great 
difficulty expeneneed m piacfcice m enforcing it m the face of 'collusion 
by the dealers And if enforced, it <,will reduce the strength of tbo 
specuhtiye forces that act 'rightly on price along yvitb those that 
peiiert it A remedy that is less directly effective but inoio thorough- 
going IS the rousmg of public conscience against all sharp practices and 
^ motives of making money bv any means 

Hoarding and Profiteering , 

Gonsidoiation may heie be given to the war lime pheno- 
menon of hoarding of supplies It is akin to sPeculattoe comcrtug 
m, peace tune with a view to crerte artificial scarcity and to 
make exception il jirdfits from the inevitable rise in price mm-b 
aboye cost or purchase puce There is, however, some leal 
diffeience betw’een the two A ’corner of supplies m normal times 
and its effect on price ern only be tempoiary The consumei's” 
incomes m money being stable, the cornered supply cannot be disposed 
of except at its marginal vendibility which is not raised by the corner. 
The coinorors may succeed in making profits at the expenses of bears, 
who arc bound by contract* to coyer their sales at any price demanded 
by those able to sell to them, yvho happen to be the cornering bulls. 
But as actual supplies are released price falls oven below the level it 
yvould have attained in the absence of a comer , for high prices during 
the course of the comer increase the flow of production and reduce the 

' c * 

rate of consumption Ordinarily comers are too short-bved to produce 
such an effect on any' appreciable scale 

But hoarding tn war time is positively and continuously profit- " 
able m so far as mfiation causes a consfc,int oxpaus on m money fn-' 



comes of the conbumcis as a ■whole Margin il •vendibility or social 
margin'll utility of the hoarded supplies m teims of mont j go s on 
progressively using and hoarders are not called to account us comer ers 
are by the complete absence of response from final consumers 
Naturally inteianediaiies are also •willing to offer higher prices 
Undoubtedly , hoarding is undertaken foi profiteering, a e , selling at 
prices highei than cost tb the manufictuier or dealer as the case may 
be To the extent that costs use due to inflation price ought to rise 
for the normal output to be continued, but eaen this rise is not 
mecessiry in the case of stocks produced in the past at a lo'wer cost 
Unfortunateh it is not possible for the state to devise machinery for 
distinguishing hetaveen the old and new stocks unless the former are 
seized and rationed at lower prices while current output is allowed 
to be sold freely' at higher prices Mere fixation of different prices for 
old and new stocks will be ineffective because of the la^w of market 
price to be the same for the same goods at any time 

Ethically and politically hoarding and profiteering aie condemned 
by public opinion as an attempt to profit at the expense of the nation ^ 
an distress Let us examine some of the economic implication' of the 
phenomena, that is, see it m the light of the economic foices of 
■demand and supply without, of couise, pronouncing its justifiabihtv 
or otherwise (1) In so far as demand puce mcieases through 
inflation of puicha* mg power rise m maiket price looks natural to 
the economist , its rise later to the extent of rise in costs or supply 
price IS conceded by public opinion as well as public authoiity under 
a system of private enterprise (2) But the use of the maiket puce 
above cost temporarily and the accrual of extra, piofits to tlie foitunite 
holder of stocks also look natural to the economist — as natural as fall i 
of price below cost and accrual of losses to the unfortunate holdem 
dunng depressions caused by deflaticn The public ought not to , 
grudge extra profits if it is ,not willing to provide unusual losses , the 
one compensates the other (3) Speculative boarding and immediate rise 
m puce have their own benefits to the extent that they reflect the 
inevitable future rise Apart from the filhp to output, it checks con 
sumption in the present and helps consene stocks for the more important 
future uses Limited Stocks of a drug like cibazol sold belo'W economic 
price through ‘ccntrol’ may be exhausted by use foi minor ailments like 
ordinary colds and become unayailab'e for seiious complaints like 
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pncuiiiania m tlie futuio, (d) Again, rise in niono\ pio£its of the 
^lUBinossinan IS only nominif-iiot leal-to the extent that thogeneial 
le^el of piiccs uses Exceptional piofit shouki be estimated not only 
after taking into considoi ition use in the costs of the producer and 
the dealer but also uses m thou costs of In mg 

Tins puiolj economic anahsis does not necossaiilj justify 
doiibuiato anti-social activities of tlio hoaiding profiteer The 
economist will he as much pleased as injbodj else if patriotic and 
ethical motnes induced roluninry foiegomg of oppoitunities to make 
exceptional profits* All attempts to oroke these instincts should of 
course bo made , they liure a donnito place in the piogiammc of 
adjustment of life as a whole fiom price to wai state But in so fai 
4is economic motno of seli-inteicst pioves stiong the stops taken 
against hoaiding and jnofiteoiing should be well thought out ind 
applied with cciution The most offoctne romoda would be foi the 
stite to take o\oi pioductum-if tall possible But so fai ns this'' 
iS found impracticable the intoimodiato measuics botwion complete 
nationalisation and full ficodom of pin ale ontoipiiso should allow 
the functioning of the economic machinoi y its choking should at 
any rate bo avoided Tho public authoula is forced to locogni/o this 
in pnictico. , 


GHAPTEB XIX 


MONOPOLY 

Part lY (). the book deals -with the economics of e>.change of 
•svliich the thtoi % of ^alue forms the central problem The theory it- 
selt and tlie mo^unei m which it works under competition have beerr 
ei.amined m the hst few chapters In each particular c se of value 
determinatioi — jO nt demand joint supply speculation^ price control 
competition aiaori^ bujers and competition among sellers were assumed^ 
In this ch int r e have to see hor\ value is fixed under monopoly- 
conditions Ih- subject IS of great economic imporiantc not onlv 
because pub! c opinion abhors monopoly for the foU it le-vies on the 
consumers but iso because combinations in industry and rise of htff 
iustness have tended to increase the field of monopoly and the scope 
of its good and er il consequences to society , 

The Nature ef Monopoly 

Monopoly denotes absence of competition Wherever we find 
m a market one seller and manv buyers we have an example of 
monopo^^ of snnpJy , we mav h^^monopolij of demand if many 
competmg sellers find only one buyer to whom they can sell 
the existence of monopoly' it is not however, necessary that theie should 
be only one buy er or one seller If all the seller's of a commodity 
combine or agree to stop competition among themselves and to sell as- 
one body monopolv of sale arises For example, the Tongawallas at 
cei'tain Eailwev Stations agiee not to outbid one another Similarly if 
all would — be bidders at an auction come to an rmdeistanding and 
decide not to go above a certain figure monopoly of purcl "-se results 
Thus the essential feature of monopoh is the power topnfluence price 
It max be noted that production or manufacture may be competitircr 
and yet there may exist a monppolv in sale or supply if all the 
producers sell their output through a single firm or company' appointed 
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as selling agents Thus cement produced by most of the Indian c'emerifr 
concerns is sold hy the Cement Marketing Company ‘of India Ltd , 
which has been formed by them for the purpose In actiial practice 
monopoly of demand or purchasers is very rare If only because ultimate 
purchasers, the consumers of most commodities,' 'are innumerable and 
scattered An associiatipn of electricity consumers old'city rhay be cited 
as an evample Monopoly of sale is, howetei, more common, of which 
an^ number of examples will occur to th^ reader ' Thus' most' books 
that we read are monopolies of then publishers' The Post office is' a 
monopoly because none but the post office 'has the legal right ‘to deliver 
other’s letters on payment , supply of electric chiient and running o£ 
tramways m cities are eMdently monopolies of sale It is ‘possible to 
concene of a tv>o sided-monopoly m which both ' sellers and buj'ei'S 
bargain collectively Thus in some industries or localities dike Kanpur 
we have a Labour Union and an 'Bmployers’i. Association In such "a 
case the power of the emplbvers as pur'ohasers of labour ‘ to lower 
wages IS counter-baLnced by the power of the labourers as sellers, who 
act as one bodj ‘ ' “ i 

’ I ( j I I 

In the case of a onesided monopoly, however, thSipowerto 

influence price in favour of the monopolist is quite substantial even if 

the monopoly! us not a'isolute hub \ only partial 'Thus ;the < Indian 

Sugar Syndicate controls the output of the U P audvBihar Sugara 

factories only, and yet it can raise prce because the number of factories^ 
' ' Si ( ■<!( ; s > ' I wi- D 

outside the two Provinces and their output are relatively so small a 

proportion of the total output that they cannot supply the needs of the 

whole country and bring down the price even if they wished '"to do so 

Once their supplj is exhausted at a lower price', the syndicate can sell 

at a'much higher price In such a case the,, other factories find it to 

their interest to charge the higher price fixed by the Syndicate , , ■! 

t ‘ J 1 I ' ' 'I ! ‘1 ' ^ ! ( / 4 ^ 

So long as .competition prevails monopoly ought , not to be sup. 
posed to exist .Thus there is no monopoly in the.. economiC|_ sense 
either in the production of ]ute or in its . marrufacture m India There 
aie lakhs of jute growers competing with one another in the sale of jute, 
and there *are htmdreds of independent jute mills pioducihg and selling 
jute goods ‘Insb'far, hovvever, as all the Calcutta 'Jute Mills'have- 
joined the Indian 'Jute Mills ’'Association,' which' regulates' output" 
through its donti-ol over weekly hours of working of the member mills 



( 234 ) 


and maintains theieby price of juts goods, vre do have some degree 
-of monopoly in jute manufacture "When, however the -man in the 
srieet spea^ of India s jute monopoly he speaks in the geographical 
and not economic sense unless he has m mind the abore-mentioned 
association of jute factories With the partitioning of India even the , 
geographical monopoly in the production of raw jute has of course 
ceased to exist The essential characteristic of monopoly is then unified 
control over output or supply and the power to limit %t and raise 
price But n supph is naturaUv limited as in the case of agricultural 
Jand or mines, and yet owners are man\ and competing m selling or 
leasing their own plots of land and mines we have no monopoly h>or 
iS the popular idea of indentifymg monopoly with big business 
conect Thus the Tata Iron ft- Steel Co is a very large concern and yet 
it IS not a monopoly m so far as other steel concerns exist and compete 
with it Agrain, monopoly m the real sense esists only if it extends 
to the whole of the market and does not if it is confined to a small 


part of it Thus even if there is only one shop foi iron goods m a 
-village or for proMsions in a city mohalla there is no monoply, as too 
high a prioe chaiged for the commodity will jirovoke competition and 
bung down the prica to the cost including transport and other necessary 
charges incidental to the mnumg or a shop It is of comse true that 
monopoly does exist locally ocer the period during which such com- 


jistition does not arise 

J 

'Classification of Mor 


Monopolfcs 


The jVar ous types or monopolies or sujrply may be classified m 
'three ways — 


According to ownership and oppralion we have 
( 1 ) Hihltc monopolies owned and operated by the state such as the 
Post Oifioa In India -and other countries and most of the Municipal 
Water Works Here themotneof monopoly is public benefit rather 
than profit forlbe state and (2) private n onopol es run by firms or 
companies ’ for profit oi their o\\ ners It is these which usually act 
against social interest and need control or regulation hr the state 

■i - , , 

(B) According to area of operation there are (2) Local monopolies 
like tlie Agra Eleotnc Supply Co„ Ltd confined to tlie limits of Agn 
Alunicipalitv and Cantonment Boards, (2) National monopolies like the 
.Indien Post Office operating within the territory, of the Indian Union 
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and (3) znhrnutional monojiu/ta, like the patents and copy lights of 
machines and books lecognized by many '’countiies Many cdmbma. 
tions become national monopolies if foitign competition is eliminate^by 
high piotective duties, e* g , the Indian Sugai Syndicate , 

i f' H 1 ,1 

(0) According to causes or ao/tdrftons giving rise to monopoly 

I Mil 

This classification is moie impoitant fiom the point of view of contiol 
and legulation Accoidmg to ^causes all monopolies fall undei two 
main heads ( 1 ) Natuial and (2) Aitificial 

Natural Monopolies are those which aiise thiough natmal 
causes, and which are therefore inevitable Among these there 
are two types (a) i hose based on natural limitation of the 
source of a mineral or other material Thus diamonds are found 
in a very limited region in S Africa and it is not possible for 
a number of competing concerns to operate Similar is the case 

with a spa or mineral spring yield ng water containing paiticulai 
medicinal or other qualities (b) Those m tchich comjelition is either 
impossible or uneconomical Thus it would be \orj inconvenient, if 
mot impossible, to ha\e the roads of a municipal town crowded with a 
number of sets of separete poles and overhead wires carrying electrical 
energy, produced by different electric supply concerns or to have a 
number of sets of underground %\ater mams for competing water supply 
companies And even if it was posiblo to allow this, cost of production 
iPer unit would be tpo high as eacJi concern will produce and meet only 
a part of the total demand If these concerns operated in exclusive 
areas of the town there will still be monopoly" accompanied by the 
wastefulness of small scale production Thus whererer there is scope 
for appreciable economies in costs until the whole sujrply js produced 
by one concern monopoly tends to prevail One of the important ^ 
conditions of such industries is costly plant ind high fixed and low 

) ' I ' I ’ ^ I 

variable costs par unit This is the case with Hallways, Harbouiu, 
Tramways and otlier concerns generally called public utili'tj services 

f 1 

In these cases both the public and the state recognise the fact and the 
result IS tire establishment of a public monopoly or a private monopoly 
controlled by the state ' ' 

s i ' » / t » t 

Artificial Monopolies are those which ’are created by (l)<the 
state and (2) a privite agency. The state of course creates 
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monopoly to sene some public mtesesfc or purpose, a piivate agency 
creates it for serving some private interest or profit 

(l) Among state created monopolies the folIov?ing types 
are important (a) Patents and copy rights, granting bv law 
exclusive rights to inventors and authors to encourage their res- 
pective activities in public interest These are often termed legal 
monopohes But others created or lecogniaed b^ the state are 
also legal monopolies In a wider sense even private conbinations 
are legal so long as the> are not banned b> laws such as the 
anti-trust laws of the United States of .\merica ilonopolj rights 
to sell machines or other patente I devices and copv right books are 
usuallv extended bv the state for a limited period after which thej 
aie thrown open to the public (b) Fiscal monopolies created to 
raise revenue for the strte such as salt monopolv m India in the past 
State monopoly of tobacco manufacture m France is another example 
No doubt revenue can be raised b'v a tax on the products ofprivato- 
concerns but there IS danger of evasion which can be easilv prevented 
by state monopoly (c) Consumption monopolies^ such as opium 
manufacture lu India bv the state created in order to reduce to the 
minimum consumption of a harmful drug Sometimes a monopoly' 
rnay be created to seiwe a double pui-pose i e„ both to raise revenue and 
control consumption Thus India s opium monopoly was used in the 
past for raising substantial revenues from its export to China apart 
from internal consumption ' 

All the three tjpes of monopolies created by the state maj 
be termed social monopohrs as they are created to serve a social 
purpose and also to distinguish them fiom privately created mono- 
polies whose purpose is to promote private interest Ver'j often 
the state licenses or sanctions by law natural or inevntable monopolies, 
attaching conditions considered necessary to safeguard public interest 
Thus the Provincial Governments in India issue licenses to companies 
feu supply of electric current in towns Eecently the U P Government 
have taken over the Nanpur Electric Supply concern in its own hands 

(2) Pnv tely created monopolies are (a) the various types of 
comhinat toi s which are successful m eliminating competition They 
may be mergers, trusts or cartels organized vertically or horizontally 
as described in Chapter IX- A new development in the field of 
combination is the rise of the holding company which holds more 
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pi n ate monopolv It Hiay aKo CMst m i oi public tnouopolj, 

pai ticularl'j m one cicatcd loi fiic-il or re^enuc purposes 

(2) Gi%eiit,hc motive to Becuie monopjh profit the power of the 
monopolist — private or public — to raise pi ico above cost rests on f/ie 
jiowsr to hmtt output He cmiiot inllutiito denniid which is deter, 
mined bj the incomes and tastes of the consuiiiois Populirt/ing of n 
product through iidveitiscnient is no doubt there hut it is es much 
open to competing sellers ns to a monopolist Once aiiv given output 
is put in the market it will sell at soiit one puce — ilolonnmed bv its 
marginal vtndibilitv — whether it is sold bv i monopolist oi by a niiin 
her of competing sellers Thus the pisinon and shape of the demand 
cmve lor a coniinoditv is beyond the control of the monopolist It is 
onlv by lestiictuig output that a monopolist is able tef raise the price 
nr so far as margin il vcndibihtv of i smaller output is higher than that 
of a larger one 

, (3) The Monopolist c<iu either f he price which will then 

determine the output that can bo disposed or ponodicallv at that price, 
01 fix the out uf that ho will pro luce and put m the market 

during a giTou period, which will determine the pr co that can be 
obtained for it Ho cannot do both tint is, ho cannot h\ the price at 
a high level and i iso sell any quantitv he likes to produce Ho will 
probably experiment with both the coui'ses and anno at some price 
and output that v leld the largest uot monopoly profit It may be 
noted that a monopolist is inteicsted not in high price oi oven high 
profit per unit but m ihs net monopolv revenue on the total periodical 
output It a lower price and larger output and sales bring more not 
revenue than a highei pneo ind smaller output the monopolist will 
chose the former This is indicated by the following monopoly 
schedule, according to which the price of Bs 3 pei unit and 50,000 
units of peiiodical output give the maximum monopolv revenue of 
Es 20,000 Any price higher oi lowei than Es 3 par unit brings 
lower profit and is bound to be rejected The last two columns m the 
table have been added to illustrate a later point ancl may be ignored 
foi the present — 


i 
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(4) Whethei a piioo much ibove or ]ust a little libova cost will 
-vjeld larger net re%enue depends on two economic factors (A) the 
elasticity of demand for the monopolized commodity and (B) the law 
of leturns under which it is produced 

I 

(A) Elasticity of Demand and monopoly price The moie elastic 
the demand the greater is the likelihood of pxice being li\ed at a 
relahtely lotc leoJ, ioi fixation of the price at a level much above 
cost will reduce the sales much, and eien though ptofit per unit is 
laige aggregate monopoly profit will be reduced On tlie othoi hand, 
if demand is inelastic high price will not reduce the demand very much 
and will theiefore yield a laigei net piofit than a lower puce will 
This IS Illustrated by the following diagram ‘ — 



Heie the supply curve SS is a constant leturns cuive, which is 
neutral as legards high or low puce, it has been ohoseiTto sea tlif effect 
of elasticity of= domand'::in fsolation ^ Demand "curves DD and D'D' 


represent inelastic and dlastio demand" lespectively - 0}ak%ng first the 
inelastic curve DD we find that price under com^tition would have 


been AP or just equal to cost per unit_ind quantity .produced OA The 
monopolist producAS less to belablfr to sell at a price higher than 
cost ‘If he produces OB quantity it -will s6ll at Puce® BM, the total 
sale proce'eds ■mil then be represented by the rectangle OBMH md 


total costjiy the lectangle OBEB _^Deduchng the latter from the foinior 
we get the lectangle EEMH which lepresents ^net monopoly revenue, 
But if^a siffallei quantity OCas pioduced it wilP fetch’, a price of ON 
and the nldnopoly ^ofih(again deducing total cost OCQB from total 
sale pioceeds OGNJ) will be~6qnal fo'the rectangle EONJ, EQNT is 
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eMdently biggoi than EEMH and pioves that the higher price CN 
yield) wore monopoly profit than the lower price BM, 

Now take the elastic curve D'D'. Under competition puce will 
he 4 'P and quantity produced OA' Eeduction of output to OB will 
raise the price to BM^ and yield net monopoly profit equal to the 
rectangle BEM'P Eaising the price to ON' bj' reducing output to 
00 the monopoly profit (Total sale proceeds OCN'G — Total costs- 
OCQE) will be ]ust EQN'G, which is clearly smaller than EEM'E J 
and pioves that a Z&iC£r^nce if il/* will yield more profit than the 
higher price ON' 

(B) Laws of relurns and monopoly price (t) the Law of cons- 
tant returns or costs has no active influence over monopoly price in 
so far as size of output does not affect costs per unit Hero the degree 
of elasticity of demand will be the governing factor in the filiation o£ 
f rice at a high or lor\ level, This has already been illustrated in tha 
preceding cuiwe ( u) the price of a commodity produced under 
Diminishing returns or increasing costs will tend to he fii-ed at a 
relatnely high level because a smaller output will increase the mono, 
poly profit rn a two-fold manner , it will reduce the costs per unit and 
laice the puce at which each unit can be sold, An inelastic demand 
will of course reinforce this tendency 
of the price to he fii.ed at a high level 
while elastic demand i\ill temper it 
down 

The influence of increasing cost 
maj be illustrated with the help of i 
diagram like this 



Eeduction of output below the competitive level to OQj will raise 
the price to Q2P2 yield monopolj profit equal to the reclangle 
NTPaE^, Eurther reduction to OQi will raise the puce to QiPi and 
moiease the monopoly profit to the whole of the shaded rectangle 
MSPiEj This latter is evidently bigger in area than NTP2E2, repre- 
senting monopoly profit obtained at the lower price Thus the higher 
price QiPi and smaller output OQi are likely to prevail 

16 
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'(ni) If produced under increasing returns a relatively laige 
■output sold at a relatively low puce will yield laigei net piofit because 
larger output will mean lower cost of production per unit If the 
“tendency towards diminishing cost is stiongei than the elasticity 
■of demand, cost per unit will fall by more than maigmal vendibility ' 

J 

■and net revenue will inciease with an expansion in output even 
“though the latter is necessarily 
accompained by a fall in price 
This IS shown by the example 
of an increasing leturns com- 
modity given m the pievious 
monopoly schedule, and may 
be Illustrated by this diagram — 


In this figure DD is the demand curve and SS increasing letums or 
;dimimshing cost supply curve Under competition price and output 
will be determined by the point of intersection of the two curves 
Under monopoly output will be reduced to raise puce If it is reduced 
to OQi and sold at puce QiPj the net monopoly revenue will be 
KHPiE, but if a larger quantity OQ2 is produced and sold at the lower 
price of Q2P2 the monopoly revenue is increased to NTP2i!kr Thus 
relatively lower price and largei output will prei ail 

fldarglnal Revenue and marginal cost. 

A new development in the theory of monopoly price may' here be 
noted It IB that a monopolist will extend his output to the point 
wheie marginal revenue (meaning net addition made to total sale 
piQceeds by an additional output) a.nd marginal cost (meaning addition 
made to total cost by such additional output) aie equal So long as the 
ioimei IS larger than the Httei it will pav him*, to inciease output , and \ 
if he reaches a point in output at which marginal cost hccomes laiger 
than marginal levenue it will evidently be pro'fitable to rdeuce output 
until the two again become equal As wejhave already seen* this 
principle applies under competition as well But under competition it 
18 assumed that increase in output by a competitor does not affect puce, 
so that marginal revenue is equal to the ruling puce multiplied by the 
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'iqimntity of additional oubput Undcrraonopoly, howevei, inciease m 
output lowers the price and the marginal revenue derived from a given 
rncrease in output will bo equal to the sale proceeds of such additional 
output minus its cost of production and the reduction in the sale 
jiroceeds of the quantity previously produced caused by the fall in 
^price The principle of monopoly revenua being maximum tchen 
marginal cost and marginal revenue are equal ma 3 ' be seen to be 
•evident by reference to columns 9, lO and 11 of the monopoly schedule 
given on page 239 

Monopoly price in practice Theoretically (a) monopolj^ price will 
‘be fi\ed at a le-vel at which it juelds maximum possible net revenue, 

■(b) it will be higher than marginal cost of production, and therefore (c) 
irt is against the consumers’ interests In practice we find that there 
are factors that either malce it indeterminate or tend to male if loirer 
■than what it would be theoreticallj' There aie others that tend 
tto make it higher , 

Among the last type are (l) High leVel cficealth and incomes m 
a country The marginal utility of mdney in a rich country like the 
United States of America is lower and higher puces are easily obtain- 
able However, this effect on price is the result of higher demand 
price, which cannot bo influenced by the monopolist In a poorer 
•country like India or China marginal utility of nione^’- is high and 
monopoly puce has to bo relativelj' lower In these also higher prices 
can be charged from richer classes through discrimination as we 'ball 
see later (2) The number and nature of middlemen intervening ^ 
between the monopolist producer and consumers Thus’ a monopolist 
ma!y sometimes be able to pass on his commodity to the wholesale 
dealers at' puces higher than margmaLvendibility in the final market 
Hut this IS bkely to be a tempoiarj phase as middlemen cannot 
continue to pay prices higher tlian they can obtain from actual consu- 
mers However, the possibilitj’’ of a liigh puce continuing is greater 
in the case of producer’s goods such as patented machines "and mono- 
polized minerals or other products used in manufacturing consumption 
goods ^ The higher prices pard< for such producer s goods may be 
absorbed by a number of manufacturer's ‘and other mter-m^diaries; and 
Ifail to reach the purchasers of consumption goods It is also possible 


See Taussing * Principles Vol I P 1 97 
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for such intermedniies to shave off some of the monopolist’s profit 
and to keep it to themselves , 

Difficult j of, aiTivmg exaofclj at the price and output that v ill 
maMuuze monopolv piofit is veri great And then there maj iie not 
one but sei eral puces and conespondmg quantities of output > lelding 
in ivinium piofit Thus in piactice monopoly puce remains higelv 
indeterminate Even -when the puce yielding mavimum profit has 
been acsertamed tt tends to be pushed doxjn by a iiuntbef of factois> 
{]) If the iiiice jieldmg maximum levenue is much higher than cost 
eieii bad substitutes mav begin to compete And unless monopoly is 
piotected by lavr inefficient potential competitois maj be tempted to 
entei the field (2) Tbeie is ever piesent the danger of public opinion 
being antagonized and state inteifeience invoked against bigb pnce 
Thus the monopolist m bis on n interest tends to keep the miigin of 
profit low, (3) In the initial stages of a monopolistic cnterpiise it is 
usual to saoiifice net levenue with a new to nurse the niaiket Thu' 
manj Eailwaa companies run at a loss for vears m the hope of 
exceptional profits in the future , Such a sacnfice would be impossible 
m the case of competitors (4) A monopohst, particularh a local 
authontv pionding water supplv or tramwav service in its area, may 
be inteiested more in letting the citizens enjoy consumer’s surplus 
than m high mouopoh profit Here it mav he noted that monopoly 
piofit as ruch comes directlv out of the consumei s surplus When a 
commodity sells at Es 2/. instead of at Ee 1, which is its cost of pio 
ducbon and at nluch it noukl sell under competion even puichasar 
loses a_rui>ee per unit in consumers surplus , and it is the aggiegate of 
the, losses of all the puichaseis that constitutes net monopoly revenue 
(6) Economies in costs Economies secured by a monopolist 
pioducei are likeE to he great enough to reduce the costs considerahlv 
below those pievailmg under competition 
And then there is always the possibility of 
the monopolj pnce being lower than com- 
petitive price and > et yielding a substantial 
netTevenne. Monopoh price will of course 
be higher than cost under monopoly if any 
net proht is to he secured This maj be 
iliustiated b^ a diagram , 
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Let LD 1)6 tlie demand curve, SS the supply curve under compe- 
tition and S' S' (he supply curve under 'monopoly showing reduction 
in'costs of production Under competition price will be OG and out- 
put 00 UikIoi monopoly output may be increased to OB and sold 
at price BF Ihis vill then yield not monopoly revenue equal to' 
MHPN although the price BP is lower and output OB larger than'’ 
their counterparts undei, competition, viz, CG and 00 No doubt a 
smaller output, saj , 00 (the same ns it would be under competition) " 
will sell at price OG and bring larger net revenue But upto tins 
point monopoly is not harmful to social interest because the output 
and price are the same as under competition , the net profit of the 
monopolist comes out of the economies introduced by him and not 
drom the consumer s surplus accruing to the consumers under competi- 
tion It IS of course true that if such a monopoly is nationalized juice 
can be reduced to 4.B and output increased to 0 L This will increase 
the consumer’s surplus by PEPN, which is larger than tlie loss of net 
revenue MHPN to the monopolist. The only dangir is that state 
management may not be so efficient 

Dlscrimfnaflng Monopoly 

We have seen the forces governing the fixation of monopoly price 
•when a uniform price is charged for the whole output It possible for 
the monopolist to charge diflerent prices from different consumers or 
their gioupa and thereby Increase lire monopoly profits The former 
is an evamp of s^viple vt&nopoly , the latter is termed a dtscrtmt 
natinr mo'iopoli/ It is erident that net monopoly revenue can be 
maximized by ohaigiug to each consumer the price he wall pay rather 
than go without the commodity, for this' will mean squeezing of e\eiy 
ibit of the coubumei’s surplus If a monopolist has 100 units of a 
commodity which he has produced at Ee 1 each, lie may find it possible 
to sell one of them to the most oagei or the most wealthy buyer at 
Es lOO , anolhei one at Es 99 and so on His net revenue wall then 
be equal to Es 4050 (Es 5050 — Es, lOO) If he can sell all the 1 00 
omits at the uniform price of Es lO each his net profit will be only 
JRs 900 Evidently he cannot sell alUhe linits at Es 11, much less 
at Es lOO 

J - ( ^ i ^ 

There are two necestiary ’condihon^t •'for such 'discrimination to 
Ibe practised. (1) One isibhalttha commodity shall not be transferable 
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fiooi one buver to the other or else the noh bu3'er will buj throug& 
the poorer bnvei It is also possible that the poorei huveis will 
become middlemen and share m the monopoly profits of the producer 
(2) Secondij , disciimmation should noi oLe public resentment 
Selling the same commoditj to different customera at widely different, 
prices IS bound to aiouse angei and condemnation. The monopolist 
therefoie discriinimtes in a manner that pierents- transfei and at the 
same time disguises disciimmation Charging each customer a 
diffeient puce foi caaetlj the same commodity is palpably 
dishonest and is also impiacticable except foi a small retail shop 
located m m out of the wa> cornei The common practice 
IS theiefore (l) to divide the market mto two or more classes or 
sections, {2 to charge uniform prices in each section ,'nd (3) to 
introduce some variation in the quahties of the commodity so as to 
justify difference in prices charged in different sections of the 
market The chief devices employed m practice are the following — 

(a) Puffing the supply in the market by fnstalmenfs Thus 
most books likely to be popular are published in a number of separate 
editions each of which is varied as regaids price and quahtv of paper 
and binding to disguise price vanations The first edition of a limited, 
number of copies saj , one or two thousand, maj be sold at Es lO each 
when the cost is hare Iv Ee 1 pei copv If the whole edition is sold 
out to eager and wealthv book-lovers and theie appears to be still left 
sufficient unsatisfied demand at such a high price another similar 
edition mav be pioduced and sold at the same price When further 
sales at this puce are not possible, a second edition ot 5000 with a little- 
inferior quality of papei and binding may be pioduced and offered at,* 
saj, Bs 7/8 And then a third one of 10,000 with paper binding may 
be sold at Es 2/8 per copv Even m the case of the cheapest edition 
moDopolj piofit IS Large, but the aggregate iiiofit on all the three 
editions is much larger than it would be if all the copies were published, 
in one edition and sold at the uniform puce of Es 2/8 The maigmal 
vendibihtj , it may be noted, will be no more than Bs 2/8 all tbB> 
16,000 uniform copies aie put m the market m one instalment 

(h. Class prices The whole of the suppK mv^ be put m the* 
market simultansously but divided into two or moie brands or qualities 
•With different pneeg for each qnalitv Thus two editions of a- hook- 
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uses much higher tlnn -what the> aio under chscnimnatoiv taiiff charges 
Thus disci imination ought not to bo condemno I It \s ill be and is 
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Dumping 

Such soiling of a comuioclitj at a lowoi jnico is known as dum. 
p>ng and is Tosentod bv the counlij in which it is cliiiniiod as an 
attack on Jior industiies Howo^oi tho ob)oct of dumping b\ a mono, 
polist IS not to crush foreign inals but only to onlaige his net ro\onuo 
' Dumping, %\hose direct aim is to crush rivals and to locoup losses 
consequent on piesentlow prncs b\ chaiging much liighoi prices mtho 
future, is dcstrucltvn dumping which is usualh ientporary Dumping 
by a monopolist at a low piicc does not mean loss to him , it incioasos 
his not piohts and ma\ bo continued pcni.atrc -lily to the advantage of 
tho countiN m which ho duiiqis as well as of hinisull 

Relation between Discriminating Moiicpoly and Joint Supply. 

Pj\ation of pr'co under discriinini ting monopoly rsssmblcs 
dotoiimnation of piico undei ]0>nt supple Puces of dilTciont products 
produced jointlj aio go\oinod, ns wo have soon m Chuptoi XVIJ, 
by then rcspectno mm ginal, utilities Discuin nating monopolist also 
/ chaigoB prices foi portions of his output occoiding to their 

marginal utilities in different uses or sections of the in nkot In both 
puce is detonnmed undoi tho ‘oaltts oj servtce punciplo, that is, by 
■doniaud puce iirospoctno of cost of pioductiou But thoio is sows 
difference between tho two 

Pn //V in ]oint supply costs of tho dilToiont pioducts are joint 
and msoiiaiablo It is luipossiblo to chaigo imUoiin piico per maund 
foi cotton fibio and cotton seed, noi is it poss'blo to .ipply tho cost of 
service principle oven if tho producer wanted to do so Howoioi, the 
cost punciplo does apply o\or tho piicc'- o) all the joint jiioducts 
Dndoi monopolj cost of the whole supply iR uuifoim md by charging 
uniform prices for all uses oi m all sections of tlio maiket cost of 
SCI Mco principle can easily bo applied Aga.n, undoi monopoly the 
^ total sale piocooda fai exceed the total costs and tlio cost pimciple has 
no application Secondly, m joint supply change in tho output 
of ono of tho products is inevitably followed by a similar change 
in tho output of the othoi products 'ibis is not tho case under 
amonopoly' ' 

In tho case of Railway s usually bolli monopoly' and joint cost 
^pievail togethoi Existence of nionojioly is 1 1 < ii , Iho jilienomonon of 
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joint cost exists to tho extent tlmt jnoMSion of perm mont v ii'j , stition 
buildings unci munx oxciheud churgos nio joint not onK for uinning 
diffoiont classos of pissongoi caninges but ilso goods waggons It m 
difficult if not impossible, for exuinplo tosopu-ite the costs of trims, 
poi'ting a fust class md a thud class passongei or a maund of coal and* 
a niaund of gneo between *Vgia and Delhi Ml classes of traffic is 
sought to tho oxlont of maximum c.ip icily at latos which each class 
coft hear Thus the x due of seixicc punciplc applies h("-o pari lx because 
theio IB monoiiolx and pirtlx because costs are largolx insoparabl.o if 
not joint r the str'et s< nsi 

Evils of A*oncpoly 

ilonopolx poxici cxeicccd in the intcicsts of the holder has 
ceitain soiiouB drixvb lets from tho social point of xiow (l Price 
highoi than cost means cxi:lotlattoit of ihc consult ers in general m 
tho interests of i prixato fitm or companx Consumer’s surplus of 
those able to bux is pirtlx oi xxhollx squeorod , others unable to buy 
aro deprixod oi tho use of tho monojjoli/od coinmoditj (2 Highoi price 
can onlv bo chiignd bx re^irtcUnp outf'ut Tho field foi emplojmont 
of labour and capital and exon natural icsouicos is thus noccssarily 
nariowod tG) Thoie being no iixal in tho field quality of the produet 
IS likely to ha uorsti cj to icduco costs and increase jiioiits Competi- 
tion would not allow tins Monopoly thus tronchos directly on tho 
Boxoieigntx of tho coiisumoi in tho field of Ins choices Wo aio alL 
familial hoxv in the absence of altoinatixc souicos of supply rationi 
shops mix dust in food giains and xxatoi in sugii ' (4) Wages 

max bo loxxoiod in so fu as the field of emploxrnont in the 
monopolistic industiy is narroxxed thiough rostiict'nn of output 
and thcio is no competition among buyeis of bjiccalited labour 
(5^ Restriction of output and of entry of fiesh laboui and 
capital lesources into tho industiy results m injuiy to the iiationaL 
dixidond to the extent thit maignml pioductixity of such losources 
xxould ho highei in tho monopolized industiy xxhicli is closed 
to them than in tho othois xxhich they aro compelled to enter 
(6) Progress thiough inx'edtion of improx’ed mucliineiy and 

'^'Legally wo haxe tho light to complain to the Ration Officers but 
complaints aie seldom effectixo Against a private monopoly oven 
this ineffectixe remedy is absent 
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piocGsses as obsfcl noted < to the extent that spur of competition is: 
rotno\ed and exceptional profits stabilired. Not onl-y does the 
monopolist become indiffeient to o'vohing now machinerj and 
pracosses, to which conipetitois aro alwajs very aluo, but he fools' 
icluctant to instal now equipmont ovohed by others, foi this necessarily 
means sciapping of tho old Ordinarilj he would not undeitahe it 
until tho piofits anticipated from now equipment are moie tham 
sufficient to compensate the total loss on old machinciy Thus the 
consumcis in puticulai, and society in general, iie depined of the 
adrantages of economies m costs piomisod by new mrontions 
(7) Lastlj monopoly tends to accentuate inequality in the 
distrihut'on of wealth by swelling tho incomes of one or a few ownai'S 
at the cost of tho aast numbeis of consumers and workers 

Advantages of Monopoly 

But monopolj does loosscss certain merits (l) The mosif 
inipoitant of those is tho cccnoij.y in coUs of production, resulting, 
from tho aaoidanco of expenses of coiupotitne adrortisemeut and cross, 
freights and exclusno use of tho most efficient plants and processes 
When a number of competing establishments combine, machines .ind 
processes of the most efficient ones are likely to be adopted and those 
rf tho less efficient scrapped, tho whole mdustr j cru bo m a word, most 
thoroughly rationalized w hen under one control It is thus possible, 
as we liaxe seen, for the nronopolj price to be lowoi than compotitne 
price inspito of largo not monopoly loxonuo accruing to tho monopolist 
[2) Output can be regulated so as to ayoid ovor-iaroduction and under- 
production and thoir consequences in the shape of booms and depres- 
sions in trade and employ rriont As a matter af fact monopoly onables- 

)he conimunitj to ororcomo some of the chief eyils of unplanned 
icoiiomy and is thoroforo encouraged and sometimes onfoicod by 
’orornments with piopei precautions There is alreadx discernible 
L pronounced tendency in this direction m manj blanches uf industry,, 
ncludmg agriculture and planting For example, lostrictious on output 
)f cotton in America, rubber in Malaya and jute in India during the 
period of tho great trade dopi*ession ,of the thulies, were placed by 
.espectrvQ goveinmonts , , * , , . 

Control of Monopoly ' ' “ 

Strte control 6yei monopoly rpsolyes itself ‘into devising methods, 
ij which its .advantages can be secured find its evils avoided in as great 
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onlj prevents restriction of output but ensures its extension .iciorclmg 
to the expanding needs of the town (3) It cannot inci ease the 
voltage above 220 for ouriSIit supplied for light and fans in the case 
of some companies supply of D G current at a maximum voltage of 
110 IB prescribed These provisions m a sense prevent deteiioiation in 
quality through tomplation us A G cuiaent and high voltage reduce 
costs and increase profits (i) Profits are sometimes actually limited 
bj law to a maximnm percentage on paid-up capital , even wheie they 
■aie not so limited, high dividends above, say, 10 per cent are sure to lead 
to a demand from the public and direction from the Provincial Govern- 
ment for a reduction in rates charged from the consumers In the case of 
the Indian Sugar Syndicate Goveinmeuts of the United Piovinces and 
Bihar regulate, through the Sugar Control Board, puce of sugarcane 
paid to cultivatois and wages and bonus payable to employees of sugar* 
factories, m uldition to control over puces and output of sugar itself 

Taxation Taxation of a piivate monopolj, with oi without 
contiol over puce, output etc is another alternative to nationalisation 
By this moans the bulk of the monopoly piofit may be appiopnated 
to public revenues for the benefit of the communitv at laige It 
illustrates in a way the blunting of the fangs of a dangerous creature 

In taxing a monopoly it is important to note that a fixed tax on 
profits irrespective of output and also one vaijing with piofit such' as. 
say, 20% on annual piofits, are not capable “of being shifted to the 
consumers Tlre^S will not aflect either output or puce But a tax 
that varies ■n^ith output is usuallv shifted to the consumois by'a 
reduction in output and raising of the pi ice This maj be illustiated 
from the figmes m tire monopolv schedule given on page 239 

Suppose the fixed tax is Es 10,000 annuallj lev led ns a condition' 
of license oi on profits This will inciease the total fixed costs from 
Es SOiOOO to Es 90,000 for each output Variable costs per unit as 
w’ell as in the aggiegate will remain unaffected But the net monopoly 
profit will he reduced by Es lOjOOO m each case However, it will, 
still be maximum (Es 10,000) when the puce is Es, 3 pei unit and 
output 60,000 uliits'’ Similailj, if a tax of l0% on profits is levied, 

“'Due to conditions of scarcitj of coal and other things created 
by the war this piovision now operates under .certain limitations. 
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tmasimum piofit -will be secuiecT afc the 6\mo price of Es 3 and output 
'of 50.000 units The only effect of this ta\ ^ trying with profits will 
bo that maMmum not letenuc of Es 20,000 will be reduced In lo\ 
to Es 18,000 But if the ta\ taiies with output, say, four annas pei 
unit, vaiiablo cost pel unit will become Es 1 j Tins will raise the 
total variable costs and reduce net monopolv pi ofit foi each different 
■output Calcuhtions will easily show that the maximum net profit of 
Es 9,997—12—0 will be obtained when price is Es 3/8 and output 
39,999 units With output 50,000 sold at Es 3/- the net profit will 
be reduced to Bs 7,500 

Thus if a tax has to be levied on a monopoly it should be 
eithei A fixed tax or ono sar% mg with piofit tax vary ,ng with outpoiit 
13 seen to reduce output fiom 50,000 to 39,999, or say^ 40,000, anti 
to raise the monopolv price per rmit from E= 3/- to Es i/B‘ when 
the tax IS only annas four per unit The consumei here loses more 
jar unit than what the Treasury receives The monopolist lo=es 
Es 1 o, 002/4 , the state receives Es IC.OOO, ignoring expenses of collec. 
tion , the consumers have to piy 8 ann"5 unit more than before, or 
rn all Es 19,999/8 on 39,999 units Advaree effect of such a tax is 
of course natural in the case of a commodity pioduced under increasing 
Tetnras 

'Price under Imperfect Competition ' 

Midway betwesn perfect or puic competition and absolute 
imonopoly there stand in the modem industrial life many industne"; 
ond trades in which competition is ivipcrfcct Tho distinguishing 
features of such competition are fl) a small number of big sellers or 
buyers , (2) certain degree of absence of competion among sellers and 
among buyers due to (tr) ignomnce of maibet conditions or mere ineidia 
or (6) intervention of costs of movement of goods or customers between 
different sections of tire market , and (3) existence of a numbei c'f 
special brands of a commodity pioduced bv different sellers and 
advertised sufficiently' to create in the minds of thou respective 
consumers special prefei'ence for them Each of these factors make 
rfc possilbe for the producer to I'aise price above ’cost within certain 
limits which are ^o{ course nanower than those available to tlie 
absolute monopolist 

The mam difference between monopoly' and imperfect competi- 
'tion IS one of degree It lies m the difference in the ranges within 
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•^hich prices: am bo raiFoil above cost BotJi the inonoiKiIiBl producer 
-and the producer under uttpofcct or luonopoltshc coutpclttioii possess 
-the power to lufluonto puce , the fonnor’s power is grontoi than 
'that of tbo litter Undci pure or pci feet competition tbo number of 
sellers is so largo, and the proportion of tho output oi e'>ch of them to 
" the total output if so Biuall, that the powoi of nn^ one seller to 
influence pi ICO poicaptiblj through ^arIP^!on m output ie almost nil 
It IB true thit if I'll or min-s of the FollcrB o\pand or contract output 
Bimulf 'ueoush tho pneo will fall end iKo tTOspectiioh But such 
conceited action is ace dental and rare — nc^or dehbcnitc oi consc'ous — 
unless it m Iho lesult of an indopondent rari.'tioii in price Rise in 
price V ill mill to ill or most of them to increase output , fall m pr'CO 
■will leid them to reduce output bcittcicd and iiideponth icting 
as thc> ill aio, price for each is determined hj miukofe conditions 
otilsKle his po\ or Tor oaerj one of them tbo pniblom consists in 
adjusting output to the ro/iug />ricc and to changes m price occuiitig 
♦from time to time, rlwnvB trying to make marginal revenue equal to 
, inargiiul cost so ns to maximise his normal Profilt Ho is not 
» concerned, like tho nionojiolistio producer oi the producer under 
imperfect competition, with adjusting output to the pneo which brings 
largosi not revenue and winch ho Ihoroforc trios to sob It iiny bo 
noted tliiit uiaiginal revenue obtniiiod from an additional unit of output 
under competition is equ il to the nilmg price because it is assumed 
111111 lucie I'o of output does not aftcct price But under both monopoly 
and mipcrfcct competition iiimginal lovonuo is lower than price boaniso 
addition to output lowois tbo price itself Tlio tonsoquonco of tins is 
that output is inci-cnsad under competition to pomt wlieie miugmnl 
cost and ruling price aio equal Undoi impoi feet comjictitiori and iiiidoi 
nionopolv output is not mere isod to tins evtont, as maigmal levoniie 
from additional unit of output is less than tlio ruling puce jh’i unit 

To tho extent that compotilion among sellers is shut out hji 
‘ Ignorance of the biiyois, oi bj costs of tianspoit between one telle 
and inothoi, oi hi tlio attuchmont of u set of Iniiei-s to a familpi shop 
in the noigliboiiihood, the niaihot becomes indopomlont and liio powoi 
to raise oi lower price uppeare \nd it is used to tho point at winch 
profits are maMiimm If bv laising piico ■idditiouul gams are hugoi 
than the losses incurred tliiough loduction m silos, puce will be raised* 
-And the price will bo lowoicd if gams through additional sales aio 
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gTtater than the losses occasioned hv lovrenng oi the pn^a Such, 
courses ate also open anti practised unaer pure competition , the 
distingniEhing feature here js that raising oi prico "WiE not lead to anjr 
appreciahle loss of custom and lo'rering oi the price mil rot bring 
ant considerable addition to the number oi customers In short 
elasticity, of demand is letter thin under paie competition ihis 
applies chieflf to Iccal dealers or shops 

Itov take the c<ase ot hig monopolistic competitors such as 
manufacturers of a small nuniber of brands oi motor c^rs, cement oe 
iron and steel In these cases one oi the tvo consequences follovr tl] 
If products are close snbs'itntes competition becomes Terr keen or cut- 
thioat, meaning rate vrar or panned unueisellmg, and may lead to (al 
either complete suppression bt one manniactnrer of all the com. 
petitors cr (h) amalgamation or agreement about pnce and output The 
result IS the emergence of monopoh, of which there are actual 
examples such as the form ition of the Cement hlarketmg Company oi 
India Ltd , the Indian Sugar Syndicate and the Indian Jute Mills 
Association, 

(2) Ii the products of the several big sellers are snfficiently 
differentiated in qualit\ in the minds oi the buyers urrespactive oi 
whether the difference is genuine or just created bv illusive public'ty) 
impeneet competition mav continue The markets or demand and 
supplr schedules of the different brands then become separated upto a 
certain extent, each having its own price and output determined hv 
its producer They become m a sense separate monopolies, each. 
5 lelding net monopoh revenue accorumg to the elastic’tv of its demand 
and the degree of tendency towards incieasing returns or diminishing 
costs But the phrase upto a certain extent is meaningful The other 
brands, though not clcee substitutes, do begin to attract attention of 
the habitual purchasers ii the price of their familiar brand is raised 
too much, and everv producer has therefore to keep a watch over ihe 
demand and supply schedules of his potential competitors Thus 
ixnparfecu competition partakes of the nature of monopoly upto a 
limit and has to face competition beyond this lunit Tor a fuller 
account of imperfect competition the reader mav relet to Beonomus- 
by Fairchild, Furmss and Buck, which deiotes two full Chapters to 
the subject 
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CHAPTEE XX ' 

II ' 1 ^ » ' 

INTERNATIONAL TRADE AND TARIFFS 

' I t ' 

The Law of Comparative Cost. ' ' ' ' ' 

The theory of mternational trade, which explains the oiigm an$ 
continuance of such trade and the determination of relative values of 
goods enteiing into it, is based on the law of comparative cost, whichi 

c ‘ 1 i 

may be briefly stated as follows . — 

' V 1 - j ' ; 

International trade rests' on differences in comparative costs- 
of producing two or more commodities m different countnes In the 
absence of such a difference in costs no trade* can exist Differences: 
in comparative costs are due to differences in comparative advantages^ 
which may be absolute 'or only* relative. Each country speeiahzes 
in producing for herself and for 'export commodity or commodities’ iir 
which her labour and capital, acting upon ■ her natural ‘ resources, 
possess the greatest advantage or the least' disadvantage, 6v m 'other- 
words, in 'which her Idboui anducapital are most e^echuc Other 
commodities are then obtained by .importation "from- other countries- 
possessing relatively greater advantages in producing them Such 
specialization and' trade are advantageous to each' trading nation, The 
total 'gain accruing ^from specialization is measured by the difference- 
in comparative co'stsun the importing 'and exporting countries This 
aggregate gain is' ’ then ' shared by each according to her productive- 
efficiency and the state of reciprocaTdemaiid for each other 's goods 

, This law and the whole theory of international trade based on ifc 
may now be explained in detail with suitable examples A summary 
has been given at the end of the Chapter, It is important to note at 
this stage that there is much that is common to both internal and 
international trade, iThe ’real difference lies m -comparatively greater 
immobility of laboui and capital between countries than between parts 
of the same countrv, with the conseguence that wages and profits tend 
to be equal -within, a country but may ,vaiy widely, from country tn. 
country, , ' i . , .1 . 
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Trade based on differences in costs and advantages of speeijization. 

Internatioiial trade as well as internal trade rests on the 
(s^istenco of differences m costs and prices of the coramodities er 
changed betiveon different countries and between different parts of the 
same country The basis and advantiges of both t\ pos of trade are 
largely similar Jute is produced at lowoi cost rn Bengal than in 
Bombay , Cotton is produced at lower cost m the Bombaj Presidency 
tban in Bengal It is to the adrantago of both Bengal and Bombay 
'■±0 produce one of the two commodities and to obtain the other through 
-exchange The same is true of India and Burma producing and 
jSi.cbangiEg, say, jute and rico It is true also of two mdn iduals, say, 
the weaver and the farmer oscbanging cloth and wheat between them , 
each produces his own commodity at a lower cost and obtains that of 
the other at a lowoi rate in terms of his own 

Exchange, as wo have seen m Chapter XV, brings advantrges of 
specialisation. Bv speoialivation each party produces more of its own 
goods and is able to get more of such goods and of the other’s good* 
than it would if it produced both the goods In rcof terms the gam 
accrues to each party in the shape of more of the products of the other 
party obtained in exchange for n given quantity of its own product, 
or what comes to the sam6 thing, for each hour or day devoted to 
prodnoing that given quantity of its own product In money ienns 
the ga.n comes m the shape of lower price paid for the product 
of the other patty than the money cost at which such product 
csin be produced by itself. In the final analysis the real gain or 
advantage is seen to ho in getting more grain per hour devoted to 
cloth production by the weaver and more cloth by the farmer par hour 
or day devoted to the growing of crops That is also true of specializa- 
tion nnd exchange between Bengal and Bombay and between India 
and Burma. ' 

Differences in costs based on differences in Productive efficiency. 

The rekson why different countries or parts of a country produce 
therr -respective goods at lower Costs and Sell them at lower pneeS « 
the difference in theij comparative advantages based on differences m 
(l) Ttafurol resources such as soil, climate, mineral deposits and inborn 
talent ot the people, if any, and (2) acquired resources in the shape of 
<«) quality and quantity of capital equipment developed throigb 


Tii\onti\o habits of thrift, nn4 (d) spoetahzad sltll 

rtcquiroS bj %\orbor8, foromon anti fnatiagors through timining and 
‘OxporioncQ It IS such diffordticss m wlvnutagos ns tiies" that oi.pbin 
lower costs ftUfl prioes of jnto in Bangs! nn<l of cotton m Bomhaj , and 
lower costs and prices of jnto m India nnd of rice in Burma The 
•differences m corap rralive rdsantigos and co=ts mft> ho absolute or 
•onl> relative It inaj be noted that thoio ina^ bo no difforotico in 
corapsrativo adsantngor. and costa i thej niaj bo equal In that 
COSO siwuah"tt*iou and trade will secure nond\ ml ig< s to cither countra 
and trade cannot exist These absolute, relntt -c and CQual comp ira- 
tno sd^nnligcs and costs in’> ba explmnod bp tahmg m oxamplo of 
two coiinlrio., 6i>, Ind.a and Bunn.i. pioducing and exchanging botwean 
them t«o coMincKlitioa s la , Jiite and Bica 

Ab'^olotc, Relative and Equal advaniagcs. 

Aumnl Production m inaunds per unit of 
Typo of labour and cujnt il 

Comparatnc Vdvautngo INDI V BURMA 




Juto 

Btuj Juto 

Bico 

(1) 

Absolute Advantage 

SO 

20 

20 

30 

(2) 

Boliitivo Advantage 

30 

20 

20 

16 

-0) 

Equal Advantage 

(a) 30 

20 

30 

20‘ 



^b) 30 

20 

15 

10 

Tinder the firat two cases, whore ihoro is diffcronco 

in 

coinpara. 


•tiTO a<1\iintigcs and costs, tliere will bo gam from spouidi -alion and 
trade, "Under the third esco of equal advantages and costs trade 
-cannot oxirt Tho results follov mg from Iheso tlirgo cases mav non 
bo examined one hj one. 

Absolute Advantage, 

U) Under aiso (1) oi absolute advantage cominrativo cost of 
Juto and Rico in India is 1 maund of Jute equal to 2/3 inaund of Rico 
or l]«»2/3r In Burma comparalivo cost of Juto and Rico is 1 nvaund of 
Juto equal to IJ raiiund oi Bico or 1) ’^IJi Tho total conciote difforon 
CO hero in comparative costs is equal to li i minus 2/3, or 6/6 raannds 
of nco, per tnnuiid of jute In tho nbsonco of speciah/ntion and trade, 
that is, if India and Burma pioduced both juto and iico, ona mauiid of 
jute or 1/30 unit of labour that produces it m India will fotclronly 
2/S maund of rice, while in ‘6utma as ,maoh as 14 raaunds 
oi rice or 1/20 .umt oi laliour that produces it will bo loquiiod 
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purc'*i!i'-<'‘; from India Both counltjcs (jiim on rice i*! ohlrined by India, 
aiutl )uto by Bunna choajwr m terms of thoir rosjipctivo pro-iucts and 
unit*, of labour and capit il tlun the y would if each pro lut/'d both the 
oomawlitics for itsolf In ti c-uo like this real w.u"' willbohighor 
in India th in in Burma liec-ui'o of the fonnor'r '.up nor offic onej. m 
prodiicmi> bo‘h tho ujauncrlitas .it lower rtrl lo'I Ilowoaer, tho 
inonej of rico in Indni will bo liiglior than in Bonn i bocnisc of 
tho high riti 01 luoiwj wng“s set b\ pite cultu.'iioii In Btmm thej 
will bit lower bc<,it.*;o her labour i‘s less tffoctne 

Equal advantage Sp^cialiralion end trado w’il, hct.'-ovor, not 
1)0 nrofitublo if ui'iijur'tno nth mt age*, and costs of piodnung tho 
tv 0 tommoditios woni Ciiinl m both thu counlwen bndor tho c.t&3 
(.*?) (ii’ fidvanl igcs ero n5so/«fcfy r bilts undo! (dl (6) thox no 
relattocly e!fu(tl In hotli the COM's co’npintiso of pro'hicing 

jnle niid rice in Innir and Bunn an* equal and no trade <uJl tiriso 
Tlius under Loth tn) and (b tonip.iri’tne costs in India ind Bunna aro 
1 ) — S r Tins will bo tho r.itio at whioli job’ and rico will 

si'll in both India and Buimi and there will bo no goin from 
<!\ch.inco Be til of tho comniwlities will therefore bo pioim-ed m India 
and Burma Bqual coniparetno costs in tonus of hhoiir will also 
bring about eqi'ul prices in tho ts o countries, and without a prico 
^hffeienct tr.~.do will oMdcnlh ho profitless 

The real difference between Infernal and InlernaflonnI Trade. 

It IS now pri'-siblo to poo more definitely tlio d'fforonco botwoon 
intomal luui intern itional fipocmhr.ition Under c,iso ^o), Unit le, of 
absolute differences in iiroducing, aii>, julo and cotton bolsvoon Bong.al 
und Bomb'ij Pi-esidoncj apeei'ilirntion and trade will emorgo and will 
bo os profil'iblo as botwoon Tnjdia and Bin ma but witgas and profits 
■will bo equal Moiomont of labour and tapitnl w ill lontmno so long 
as wages and profits m Bengal and Bombay aro not ooimlirod But 
between India und Burma tho5 may remain unequal I ecauso labour 
and capital do not move so easilj But if ndwint. gss o*" Bengal and 
Bombay aro only rcla*tve, that is, if Bengal piodm os l.tilh jute and 
cotton at a lov or cost than Bombas, all labour and t pilal will niovo 
1:0 Bengal and both commodities will bo produced lUoro Bombay will 
ihon produce other goods, If any, m wlrch its acliant ige is absolutely 
groatoi Tims trade botwoon different parts of a coimlrj c.annot rest 

' j 1 
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on mere relative advantages It is, however, possible that ovor.crowd^ 
mg and intensive cultivation of both ]ute and cotton in Bengal may 
raise costs and lower wages there to the point Where wages and costs 
of producing cotton in Bombay become equal to those prevuilmg m, 
Bengal Wages and profits v ill, of course, bo equal m the two pro. 
vmcos m an> case 


A very large part of the intemational trade rests on absoluh 
advent ges based on differences m natural resources’ possessed b; 
different nations in producing thou own goods Such is the trade n 
many of the minerals and agricultural commodities Some of th 
trade m tuanufaotuies and agricultural commodities may also bo basec 
on similar advantages, particularlv that between tomporato and tropica 
countnes But entering into international trado there is yet a larg 
number of commodities vv hich some of the importing counties cai 
produce at lov or real cost than the evportmg countries Thus th 
United States of \merica can produce linen at lower cost m terms o 
labour than Ireland from which it is imported SmailnrH Bnglan 
can jiroduce butter and cheese at a lower cost in terms of labour tho: 
Denmark Trado in these goods rests on tho principle of comparativ 
costs The money costs of producing linen m America are higher tha 
in Ireland duo to higher wages prevailing in other Amoncan mdustnc 
m which the latter's adyantago is still higher 


‘ The differences in currency svstoms and weights and ineasure 
and the existence of longer distances and export and import dutie 
between one country and another are not of any fundamental sign] 
ficante m the theory of international trado Thev only mea: 
that costs of moving goods from one country to another ar 
a little greater than those of moving goods from one part of 
country to another Sometimes the distance and the cost o 
transport between two parts of a country may in fact be greater tha' 
between two countries Thus Lahore is much nearer Delhi thai 
Madras 'Again octroi duties and tomiinal taxes levmd by munici 
jialities have the same effect on trade as import duties W’eight 
may tlso vary and actually they did until lately from village to viUaff 
in some parts of the United Provinijes lilo doubt, because of differencsi 
in currency systems and ovchange fluctuations costs of remittance o 
funds betvyeen countnes are Imger than between parts of the sann 
country Tet there are some charges incurred for internal remittanof 
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also ' lEhils we find that those differences tire only^ those of degree affd 
not of kind The real difference' lies iri the •'comparative immobility of 
labour and capital and persistence of differences in rates of wages a^ 
profits prevailing in different countries 

The rate of Interchange . . , '(Barter terms of trade) ' 

The gain from specialization and jntemational exchange is tBns 
seen to be positive It now remains to examine how it is shared by 
the trading nations The aggregate gain is equal to the difference to 
comparative costs Taking the' example given m case (l) wlierej 
ad\antage is absolute, we find the < comparative ' costs of ]ute amd. 
rice to be . ' ’ 

' ' m India 1 maund of pite equal to 2/3 maund of rice 

and 

' ' in Burma 1 maund of lute equal to 1% maund of iice 

rj ' , , I- ' 1 

^his meansdhat India will not take , anything less than 2/3 maund" o£ 
rice per maund^pf jute while Burma will not give more than 1 J maund 
of rice per maund of jute Actually foi trade to exist India should 
got a little moio than 2/3 maund of rice and Burma should have to 
give a little less than 1 J maund of nee per maund of jute Tho- 
difference between the compaiativo costs in India and Burma, viz,, 5/6 
maund of rice gnes the range within which actuaP terms of trade will 
die The nearer the 'rate is to 2/3 tho greater is the advantage to 
Burma, the gum to India incieases as theirate approaches The^ 
advantage of the two countries is equal at tho middle point, that is, afc 
the rate of 1-i maunds of rice jeer one maund of jute 


The actual rate will be detbrinined ’by the state of rectfiroca^ 
demand, “that' is, the intensities* of demand 'of the two countiies for 
each ^other’s products The more ''inelastic the demand for rice im 
Tndia and 'the more elastic the ‘ demand'-for jute in Burma the mord 
favourable the fate will be to Btinnit,‘"th{ft ' is, ‘‘it’ will lie nearer 2/3 
'than '14 , it will then be Ibss* than 1 m any case 'Supposing it 'toi 
^battle 1 maund of iioe ‘phr one ^m’aun'd ’of jiite India's gam. is- t 
maund ‘^of‘'rlce ' While BurmtC’s ‘■gam'^^^s 4 "blaund of rice. Similar 
VnaiySiS a^iplies to case (2) where li^dvantige b'nl;^ relative. TnitHis- 
c'Ase the rah 'will tend to be^rn'ote'^favourible 'tii India because of Hbr 
■^grdater' efficiency id producing 'jute ,''mf ibiii’se tlie nature of reniBral 
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cal demand may still be favourable to Burm? and neutralize part ally 
cr ■wholly India’s advantage m productive efficiency ^ , j i 

Translation info money terns * * * 

As has been indicated before, the advantage of one or 
the other country will be reflected in relative' prices of ]ute 
and lice in terms of money Again taking the conditions as 
given in case (1) above and' supposing •wages - to be equal in .India 
and Burma, say, Es 300 per labourer per year, the money cost of 
producing ]ute and rice in India will be Es 20 and Bs 30 per maund 
lespoctively , In Burma they will be Es 30 and Es 20 per mrund 
lEhen India will not pay more than Es 30 per maund for rice because 
she can gro'w rice at this cost within per own borders Burma on her 
par-t w ill not paj more than Es 30 par maund for ]uta Actually if 
the puce settles at Es 25 per maund for both jute and rice both 
countries will gam equally Indians will get rice and Bmma will get 
jute at prices cheaper than those at which they will get th'em if they 
were grown at home If India is more efficient than Burma and her 
■demand for rice more elastic than that of Burma for jute, price of jute 
will tend to be nearer Bs 30 and puce of rice nearer Es 20, the range 
of course being Es 1 0 

Costs of Transport and Customs Duties. i 

It IB now possible to introduce transport charges and import and 
export duties Suppose now that the cost of transport per maund 
betvyeen Indian and Burma is Es E and there is an export duty of 
Be 1 per mauud on jute and an import duty of Ee 1 per maund on 
Tice in India , suppose again that Burma also levies an export duty of 
Ee 1 qier maund on rice and an import duty of Ee , 1 per maund on 
juta Then the cost of Bunnan rice in India becomes Es 24 par 
maund and the cost of Indian jute in Burma also becomes Es ^24 
per maund There is still the difference of Es 6 per maund between 
these prices and the costs in money at which rice can be grown m 
India and jute m Burma The extent of the total gam is reduced from 
Bs hOitoEs. 6 The prices of jute and rice will, then he between 
Es 24 and 30 If prices of both are Es 27 per maund gam is equal 
Hhelhigher the price gf jute above Es 27 and the lower the price of 
xica .below 27^ the greater 18 the gam of India and ,vice versa The 
calativejirices and gains will depend upon the nature of reciprocal 
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•demand {Chis sho^vs ^ that liighor costs of transport and * cnstoms 
duties do not introduce any, new principle They only lUcreasO- the 
tmdney costs and narrow,, down the ,gams accruing to the consumeis of 
the two countries from specialization and international tiade, So long as 
any trade exists the proceeds of the,_customs duties go out of the (pockets 
■of the consumers and accrue to the treasuries Butrif the duties are 
high enough to equalize.differences in costs trade will stop and all gaiU 
from such trade will \anish This shows clearly the disadvantage of 
Jestncting international trade by levj'ing customs duties ' 

Some Special Cases of International ^Tradc , 

Two special phenomena may here be explained (a) One is the 
case of a country which both exports and impoits the same commodity. 
Thus India exports cotton and also imports it Such trade is usually 
explained by the diffeiencos m quality Thus long staple cotton is 
imported from Egypt for finer lariotes of yarn and cloth while pait 
• of the Indian output of short staple cotton is used in Indian Mills and 
another part is exported to countries like Japan which specialize in 
noarser varieties Similar is the case i^n regard to different varieties of 
-cloth For all practical purposes imported cotton is a different commodity 
from the one that i® exported from India Egypt has greater advantage 
in producing long staple and India in producing short staple cotton 
(b) Then many countries are seen to import a part of the supply of a 
-commodity and to produce another part at home This is common 
in the case of goods produced under the law of diminishing returns 
or inci easing costs ' Some of the ‘soil is usually fertile enough m each 
-country to enable it to produce at 'costs which are as low as in the conn. 

try or countries possessing the greatest advantages Ihus India is now 

1 

importing many commodities such as jute, cotton and wheat and also 
-producing them at homo (c) The prices of domestic gocds (i o those 
mot entering into intomational trade such as houses and domestic sor. 
■vices in different countries need not be Uniform, they will vary accord, 
mg to variations in real costs in each But within a country wages in 
both domestic and export industries will tend to bo oqun I, so that if real 
•wages are low in expoit industries due to low compirative advantage or 
■ efficiency,' they will be low in domestic industries and r ice versa 

- t f 

VThe Balance of Trade. , ^ ' 

The difference^ between the total money values of all the exports 
Jiom, and imports into, a country during^a given period of time, say, a 
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^ ear,' IS termed i£s o/ frarfc Both exports and imports are 

visible ahd tnvistble Visible items aro obMouslv the Tarious « types of 
goods or merobandiB; exported and imported by a country Invisible 
exports and imports denote the many Linds of services exchanged 
among nations, such as the services of foreign ships and foreign capital 
and expenses of one country in another Every item, yisiblo or 
Invisible, ■which creates a claim in favour of a country is an export 
from it, while eAer% item ■which creates a claim against it is an import 
into it Thus India's exports include not onlv tea, jute and other 
goods she sends out but also interest and dividends, if any, receiiod by 
hei nationals on their fore'gn imestments and expenses of foreign- 
diplomats, missions and tourists m Indin , her imports similarly 
include goods imported, interest and dividends earned by foreign- 
investments m this country and the expenses of Indian diplomats, 
tounsts and students m foreign countries The difference bet^ween thO 
values of merchant ise exports and imports is called the vistble baiatice 
of trade , that het^ween all the items may le termed the balance of 
indebtedness, it Inch vanes frt^ day to day* The two terms are, 
however, often used m the same sense of difference between total debilr* 
and credit items 


The balance of trade is said to he. favourable when credits exceed 
debits , unfavourable -when debits exceed credits. An unfavourable 
balance has to le liquidated ultimately by sending specie or gold Tbe 
deficiency max', howeaor, be met by' raising loans m foreign countries. 
Such loans may then be repaid out of excessive exports and favourable 
balance m the future But if excess of exports is not possible even later 
on gold has to ho sent ultimately Balance in favour of a country may 
sipiilarly be settled by credits or loans granted by it to her debtor 
nations, ■which 'will haxe to ^end later either more goods or treasurtt 
1 e precious metals Favourable balance is generally favoured 
popular opm’on Lecause it bnngs in gold, expands currency and credjtr- 
araises prices and prolits and r increases employment mside a country. 
Unfavourable balance is disbked Jiecause i^ leads to an outflow of gol3,- 
contraction of currency and credit, ilq^yering of pnces and^ profits a^ 
diminution in employ ment This is the reason why the various 
cpuntnes^ try to encourage exports through botmties and subsidiM ana 
restrict imports through innumerable measures such as prohibition of, or 

high duties aga nsu, import# /*£t' gW 9'm^os 6r maximum quantities* 



01 values of foreign ’goods that can be imported during a 'given period*. 
exoTtango i-estrioitons in' the shape o'f limiting tbe amounts of ioreigiT 
currencies made available to importers for ihaking payment for foreignu 
goods! , , i' i 

I 

t f 

' Thus we find that international trade, particulaily import trade,. 
16 subjected to so many restrictions There is constant clamour for * 
shutting off of imports and encouragement 'to exports But popular 
feeling is usuallv ignoiant of the fact that a,^ permanently favourable 
trade balance is an impossibility Any country that had such a 
balance will in coutge of time draw to itself all the gold that there is 
in the woild But, much befoie this happens prices in such a country 
Will, iiso and they will fall in other countries from which gold is- 
drained away This will itself increase imports into, and discourage-’ 
exports from, the country with farourable balance of tjuide find restore- 
the balance between hei exports and imports In case currencies arpr 
not convertible into gold, or export and import of gold is prohibited, 
balance , in trade is restored through changes in exchange r/ite, A 
country, whoso balance^ of trade is favourable, loses her export trade 
through a rise in the ralue of her currency in terms of othoi curren- 
cies, which makes her goods dearer in the world market and the goods 
of other countries cheaper inside her borders, Even if imports are shut 
out altogether by such a coimtry her exports will be automatically- 
stopped because other countries will have no gold or foreign exchange 
left to pay for imports from her Thus international trade is in the 
final analysis more barter Payment for exports is roconed in the 
form of imports through the foreign exchange mechanism, consisting of 
banks that purchase and sell foreign drafts This obvious fact has ta 
be borne in mind in all controversies about free trade and protection, 
W^iioh may now be examined , , ^ ^ 


Before taking up these topics it may! however, be well to not& 

' ’ ’ ' countries to have 

I ( 

A creditor 

the past used to import much more of 
goods annually than she exported But the excess" of her imports was 
rea|ly^ explained by her invisible exports m the shape of large amounts 
of interest and profits received year by year on her foreign investment! 
and huge freights earned by her enormous merchant fleet Debtor 


conditions in which it is apparently possible for 

pei,manently favourable or unfavourable trade balance 

nation like Great Britain in 
I J -r.!," 


mations like India in the past showed, on the other hand, a permanent 
excess ot exports over imports But here again the faxourable trade 
balance V,. IS liquidated year hy vear through the maisiblo imports m 
the form of paj ments for British ships used, in carrj ing Indian goods 
and interest and profits earned b> British capital imestod m India 
plus saamgs out of salaries earned b> British officois m this country 
!Ihe situation has of course now been ontiroh levorsod, so that India 
should now be able to import continuallv more than she exports so 
Jong as the debt owed to her bv Great Britain in the shape oisterhng 
balances lasts 

dc and Piofccfion, 

The term jrce trade denotes the policy of a state in which there 
are no restrictions placed on international trade Protection, on the 
•other hand, denotes the policy of a goiernment which lestricts foreign 
tiade for the puiposo of protecting homo industries against foreign 
•competitors These twin policies of free trade and protection comprise 
■the woild s lartif i>rohlem, which is concerned w ith the subject of 
taxes levied on imports and exports of a countrj Protection ib 
■ usually gianted in the shape of high import duties on foreign goods 
'These duties raise the costs of such goods in the importing conn, 
try and limit or cancel their power to compete with homo made 
goods Of comse, protection is needed only when costs of the 
■piotected goods are higher in the home countrj’ than their costs in the 
ioieign countiy or countries plus costs of transport, w^hich themselves 
-act as protect’ ve agents Thus suppose (l) The costs of producing 
ciystal sugar in Java is Es *5 per maund at the current rate of 
exchange Let ween Indian and Javanese currencies and the cost of sen 
•transport is Es 2 pet maund between Java and Bombay, (2) the 
cost of pioducing similar sugar in Kanpur is Es, 25 per maund and' the 
cost of lail transport is Es 2 between Kanpur and Bombay Then 
the prices at which Java and Kanpur sugar can sell in Bombay are 
JRs 17 and Es 27 per maund respectively This means that Kanpur 
'Sugar cannot compete even at Es 26 per maund But if an import 
•duty of Es 10 per maund is levied on Java sugar Kanpur sugar can 
vcompete on equal terms Any duty higher than Es 10 will of course 
shut Java sugar altogether unless the Javanese producers aie willing 
ior some leason to suffer losses 
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raatil 1925 Ho\^ev0i, oven fiae trade countries may levy import duties, 
termed cou-ttcrvahn^ duties, to -counteract the undue ndvadtage ob 
tamed in the home mailet by bonntifed foreign goods Thus once before 
the World Wat II South Africa gave n bounty to her coal producers 
on coal exported to India and Indian coal producers clamoured for the 
levy of sucn countervailing dut^ on South African coal Such a duty 
18 supposed to bo necessary' for socuiing /irif trade, that is, fair tonus 
at which home produce can compote with foreign goods Retaliation, or 
retaliatori duties, denotes import duties levied by a country on the 
goods of a foreign country ns a measure of lotaliation against import 
dut es levied by the latter on the goods of the country retaliating 
Eotaliation has been advocated and adopted by India against South 
Africa beoauEO of the latter's iltreatment of Indian settlors in tbrt 
country i?eci/iroo/<3i, on the other hand, 'means mutual concessions 
granted to each other’s goods by countries having fnendlj relations 

Under reciprocity we may put preferential treatment extemded 
to each otiier's goods by agreement among friendly nations The 
best example of such mutually preferential treatment is provided by 
the policy of Imperial Preference widely adopted by the countries of 
the British Empire during the mtei-var period. It consisted in 
admitting goods coming from empire countries at lower rates of import 
duty than the rates imposed against similar goods coming from foreign 
or non-empire countries Usually import duties wore levied according 
to the scale of protection needed by protected home industries, and 
. duties against foreign goods were raised above this scale rather than 
lowering duties against empire goods below the scale This was dons 
to avoid cancellation of the protective effect of an import duty 
■ Imperial preference was howexer generally disliked in India for fear 
of its being applied by her foreign government against her best 
interests through pressure from the British Government exercised for 
the benefit of powerful British industries 
Advantages of Internatfonal Trade 

V The long discussion of the theory of comparative costs has 
already shown that mfemitionl trade seotireS many advantages They 
rhay now he summariVdd as follows » — ' " 

' (, ( 1 ) International trade pnts at the diSpOsal of 'each ddnntfy 
which it cannot possibly produce at all because of the total unsuitabi 
lity of its natural leSovnces (?) Even* when some of these goods eftn be 



•jproduced the costs are hjghei thsln in other countries whose natural 
•and hdman resourdes are more suited , ito their r produotioni ^Such 
goods 'are then obtained by teach country at prices much lower, 'than, 
the costs at which they can be. produced at home* (3) Advantage is 
positive even in the case of goods which can bo produced at home at 
lower real costs than in the exporting countries because of relatively 
greater efficiency m the production of other goods (4) Natural 
uresources of each country are more fully exploited and the extension of 
.rnarhet secuios greater economies in costs of goods produced under the 
Jaw of increasing returns Eeal wages and profits in each country are 
therefore higher than they would bo without international trade. 
■(6) Famines are avoided through deficits of food m some countries 
bting made up from contemporary surpluses in others (6) Productive 
efficiency of all the ooimtries increases through exchange of improved 
machinery and through communication of technical improvements in 
iiiaohinery and methods of production made possible because of inter, 
national trade relations Ideas travel with goods. (7) It is evident 
that frtt trade seouras these advantages 4o the fullest extent while 
i>rofectton or other restrictibns' on trade limit 'or cancel altogether 
such advantages and prove burdensome to the consumers These 
restrictions also breed commercial jealousies and give rise to tariff wars 
and to armed conflicts between nations. 

I \ ^ 

^DlstdvantageS oT International Trade. ' 

Inteinational trade has' certain draw backs particularly because 
of political reasons, and some economists have therefore advocated 
.protection or reStriotiont on free trade ^(I) Thus‘ there is the danger 
. of sacrificing a greater interest of the 'futute to the smaller interest of 
the present through intensive oxirlOitation of natural resWrces. For 
example; mines, forests and even soils are liable to speedy exhaustion 
through exports of their products (2j A countr j is exposed to the risks 
of Ibss of foreign markets; cutting off of essential foreign supplies of 
fdod and raw materials and of disorganisation of industiial life Thus 
nktional-self sufficiency is advocated os a remedy. (3) There is also 
greater risk of widespread unemployment resulting from specialization 
in ' one or a ■ few mdustnes For example, England specializes in 
mkuufactuies and her lifO-is yory extefasiVely i disturbed by la strike 
of coal mrarrs Eestnctionists /therefore advocate diversification of , 
_ industry to avoid >thei evil (4) One sided development m' econbmio 
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' also leads to ad^erse Eooial and -political ofFocts t Thus pre- 
dominance of agiiculture means ruralisation, loss of • skill and 
intelligence and lower wages -and standard of hung Too mnchofi 
industnahration, on tho other hand, concentrates tho population in- 
cities and causes dotei'ioiation m its heilth England, for example, 
has been expenoncmg some difficulty in finding enough recruits for 
her defence services fiom her predonimnntly industr>at population 

Arguments in favour of Protection 

A number of aiguments haia boon ad\ancod from time to 
time against free trade and m favour of protection To tho extent 
that they aia valid they mdicpte tho disadvantages of interna- 
tional tiade in general and free tiado in particular As we shall 
see some of these have economic force behind them , others, 
16 mamly political bassd on iisks of international conflicts and 
will lose their force if political boundaiios were broadened or 
wars and consequential cessations of trade could be olimmated A. 
number of* other arguments are generally advanced, but they are 
found on examination to be largely fallacious , 

^ I The most important of the economic arguments IS tho lu/amf 
industry argument according to which a country may possess potential 
advantages in the production of Certain goods hut may be prevented 
from developing appropriate industries becruse of the competition of' 
stronger and exponencod foreign rivals If protection could be granted 
to such industries they are expected to be able to reduce costs m course’ 
of tune and to face foreign competition without protection If tke 
costs are reduced below those of the foreign competitors the gam m- 
the future is obvjous and justifies tho extra burden on the consumers 
falling temporarily in the shape of higher puces of the protected 
goods Even if costs are reduced to 'equality with those of the foreign 
producers costs of transport can be saved to the benefit of the consu 
mors The*forc 0 of this argument is admitted by most economists, but 
the V all advocate 'limitation of protection to industries possessing real- 
potentialities of development and for a temporary* period Thus the 
Indian Eiscal Oommission of 1921 recommended "discriminatmg pro- 
taction' 1 e , pioteotion for only those of the Indian Industries which 
promised full development and ability to face foreign competition 
unaided after a limited paiiod of protection Unfortunately' once 
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iprotoction 7s «ratitocl to an inclustiy, it tends to become peimanont and 
means continued exploitation of the vast numbers of consunieis for the 
benefit of a few large pioclucers 

2 Diversiffcalion of industries Another economic aigumont is 
that dependence bj a countra chiefly on one or ]ust a few industries is 
very iiskj 'Xlrusany factor like drought or flood or shrinkage in foreign 
demand throws the \ast majority of the people of India engaged in agii. 
■cultuio out of employment and causes widespread miser v If occupations 
W'eie more diversified the extent of distress will be limited to a smaller 
■section of the population In fact, duo to the piedcmmance of agi i 
culture disturbances like this are frequent in India, and then adieise 
eflects extend to reduction in laihvay traffic and earnings rod to 
-deficits in the budgets of the rarious goreinments 

Predominance of one mdustij, particularly igiicultrue and other 
exti’active industries in i country, is also said to be disadrantageous on 
other grounds (a) It brings about exhaustion of naturil resources 
/ like soil and minor-al deposits through intensive exploitation for export 
as w'oll as for home consumption (b) It means lower leal wages 
which usually pre-vail m extractive industries because of piedominently 
unskilled labour required in them Manufactures, on tlie other hand 
aequiie and develop skill and intelligence and ra’se wages, 

3 Protection of home industries against dumping by power- 
ful foreign rivals is justifirbly adrocated in spec al cises Foie gn 
producers possessing vast resources in capital may under conditions of 
flee trade dump then goods in a country at puces below' costs m 
anticip.ation of more than recovering the losses incurred when home 
rndustiies Irnre been ruined and prices can be raised much above cost% 
Such cases are, however, rare and when they do occur protection 
should be extended only during the period dumping continues Pro 
4 iection against more or less permanent sales at lower prices by .i 
foreign monopolist is not so necessary because his aim is not to destroy 
home industries and the country gets an enduring advantage rn the 
•shape of lower prices paid for such goods ^ 

Protection may howerci, be justifiable in two other similii 
cases which lopit-sent concealed dmnping (a) Thus when the govern. 

18 
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ment of ii foreign countij gnes u lKnmt\ oi 'iiihsifh onONjutHto 
onulile Jici inociucci'. to ‘loll below cost"? m foieigu touiitiic'- ilia 
iiieut of ‘m impoiting connti\ isjn-^tilMl in iin|KS’bg iirpo't 
pqunl to tbo boiinti as otliei w i*;!! Inn le pinilin i is will lie oistcurn,- 
the boine 111 nbct (b) \gnn x\ben a loieign toi'nti\ (Knaln te= o 
depieoistt' her umonti hoi goods I clo ue t be I’lifn in ofhei uuuitiiyi 
wlioso ouiionu'ts unmii slibli'*' ilu 1 it'oi iu.i\ then jus' lublj 
iinpO'C import dut es to the t'tont ol ilopKCi itioii of foreign curr'’i.^i 
foi en ibhng boitio j unfiioei-s to continiu to (oni]y(te m ih n owi 
tnuntre ‘'Oinetiincs the iltoinitno nitbod of equal depiccpt o> o 
the homo ciirunee is mioptcd Ihiu- alien But 'in ul lunoue t th< 
gold ptmddid m 1931 1 ipm did li' owisf alow months nft"' ti 
lotun her eompotiluo powei in t’n niiei n ition il rnnhet- Bid sjol 
eompctit.\e 1 ic'' in euuciiei depue ition d' < s good to no ci untr\ i 
conti lets foioigii ti ulo and its id\ intnjes 

4 Advocacy of notional Eclf-suffldcncj m muiiU u polite. 
argnmont It is sdiancod on the giound of isouhng depemienee oi 
loieign sources 01 supplv vlncii ma'i bo and aro actiully cut ofT it 
times oi war Such n contingonci has undoublodlj a icrj' ativots: 
effect on a countri ’s abilits to continue war for ani length i f tine 
and to succeed in winning it riSen cniliru economic life is MtiiU' 
e -^tuibed '\pait fiom seal cit\ of food pioiioush impoitod inahilit' 
to impoit riv nn*^ernls and to cxpoit manufactuiod oi law preauef 
will Icid to reduction oi cyssdion of industinl output and eiuplovnicit 

5 home of the fall le ous iigunients m i\ now • o owimine! 
(a) One of thtso i® tint froteetton crcalcs it.arkct rid tncrcast. 
emfiloymenf h\ shutting off of nnpotied goods But is we 
seen stoppage ot iinpcu Is h\ iccunUi will soonci oi hhn stop he 

'^ihis m ^ he explained bx m exunpk Supi ose bqimes' 

cunencx unit cillcd jon is equiltolfs ja llieii ignoiiug c sts o 

truispoit one ^eu woith of .lapintso goods wdl sell toi Es ^ m India 
Eov suppo-e Tdpan loweis the ahie of xtn toEs i /4 oi just \l mras 
Then the same goods w 'll inmiedi itelx begin to sail foi 2 ann’S o 
half their pioxious piicc, Indian goods then cannot compote bacai*si 
their costs ami puces leiinin is before K duty of 100 “/o on lapanes 
goods will raise their puces again to the origin il figuie mdonnhi 
Indi in goods to compete Similin result can bo sccui-ed hx leduu^ 
the xalue of the lupeo to h ilf, which loallj menis Tostoiing the o( 
1 ilio of Ixen =Es 
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cvpoit'! Otliei toiininos Will cithai lofcitliiUe at once oi tho^ will ba 
tompollod soonoi than htoi to atop Ihoii oifii mifoits fiom such a 
couutn boauiso of lack of gold or the moans to continue puich.ises of 
lioj goods Pi otoction can thus only lead to substitution of homo for 
^ foreign ijhukct, it ciniiot ci-oito oitl 01 additional nnilcot oi additional 
^ cinploMnenl Such substitution is ui ilh disadsantigoous in so Isi as 
It dneits laboui md capital fiom piixluciiig goods in ^\hIcll thou 
efficieiici ind powoi to coinpolo is groalor to tho pioduction of gmids lo 
u Inch thin efficiouc\ is lowoi Poi, if it worn higlioi oi oM'iioquil, 
piok'Ctioii will bo unnecessni 

(h) Atnlnfenance of wages and standard of living of the peopfe. 

It IS contended that without piotootions goods pioduccd by low paid 
liboui aliioid will flood tho market uid homo niado goods will not bo 
iblo to coinpoto w’lth tlicm unless wages aro reduced to tho lotoi of tho 
compotitois This ugumoiit is piiticul iilv idtancod in countiios like 
the Linlofi Slates of \meric'i w'hoie wages ind standard of living aro 
lohtnoh teij high Pur it is forgotten that highoi losl wages in 
^ yicountn iro tho result of hoi highoi officioncj and not of piotoctioru 
1 It IS i uultoi of common knowlodgt that iuau\ Upcs of goods piotluced 
without ans pioloctioii by highly paid woikors in Amoiiciand England 
compete fas omahh in' India and China whore wages am ovtiomoly 
lens Piotootion cm keep up monos wages in piotectod industries only 
b\ laisiiig pi ices md icducing loal wages Ijam, if all gooils aie 
piotectod in Anioiica bj pi ohibitnoly bigli inipoit duties her ospoits 
will toiul to (lisiipppii and then the costs ind puces of goods foiinoily 
iinpoitod will use and leduco loil wages 

(c) Taxing the foreigner by means of import duties The 
mist ikcn idea lioie IS that tho foieigii pi odiicoi beam tho impoit duty 
Ho cumot laifio tho piico of his goods foi leiii of leduction m doiuaud 
This is not collect High piolectne dutiis usualh cut off imports 
iltogotlioi At least that is tho intention of tho imposing imthoiity 
V . I lid thoic can then bo no tavation of tho foioignei The dutr is as a 

5 

uih shifted to the consunici of impoiting countir nnloss m tho laie 
case whoic sho has tho monoiioh of demand and the foioign pioducor 
h.is no othei alioinitno uiaikot foi liis goods But even thou ho cannot 

f I 1 

tontmuo selling at a loss 

Orawbacks of Protection * 

Piotoction has sGvoi il advoiso offocts on tlie economic life of a 
nition (l) It duetts laboni and capital fiom mom to loss productive 
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occup tons Obvioush counln scompir.itneachantdgeratheprodaL- 
of protected goods IS Ic'S thin that of «omo other countr\ agains* 
■" n cn pro cttion is sought This meins that benefits of BpeciahzatiO'i 
in the most ''tKant’gcous industries is whoUv or parfch lost and the 
toasiuiii-rs =utTor the burden of higher prices The burden is hheh to 
b> put tuhrh be'\'s in poorer cnmtnes like India And of coarse 
eoissuniLr- loss goes not to i icrease n iiional revenues but to enrich the 
pro lui-Pi-^ of pioteaed gootls (2) To the extent that consumers .S 
r "c poorer than pnxlucers protection accentuates meqiialin 

in ’^hf (hsmoutioii of incomes and wealth (3) Piotectfon fostc’t 
rrotiii'l Oncd foreign competition IS shut out bv high protective 
lie K s It liLcomes ])rofit ihic to promote trustification or combin it^ioii of 
111 1 rn si tempi tiror^ with ’ view to seeiiro inonopoh power inside tl'i! 
t-’riif hiriitis Vk ithout pi olection foreign competition will be thcc 
to I'leiont emeigenee of such powci to reduce output and raise pi ici^ 
‘'hcken-si under the wings of pi oleelnc duties funis arc likely to 
1 oeoiua slri,s. m iheir seirch fo*" improaement m technique ana 
oig^nw itiuii Thus proteeliOD maj let us a check to industrial 
]m)g‘-C''S The spur of world.wido competition usualh proves stronge' 
■thi i nitein'l comiH-tition m this matter (5) Protectioms verj lilek 
to lo 1 1 to poht'cal corruption Hugo profits iicchmnlated h? 
ji’.g/.t ed mdiriiio^ ire sometimes used to bribe the legisl>^oiS 
'or eontinu m« lu protect.on to them even iftei the period of ‘niirsir^‘ 
-s o.er 

The Theory of Infernationnt Trade fSummarv) 

X)it who'e Ih'^irv of inteiinlion il trade eompns.ng the li' 
co'iq ir ti.t Cfisls uid efi-oHam's I'ov ing from ii mav now be sun ii <■ 1 
} p s ■tiiliov s — 

(l) Iiii< lint uii'l li ido lests cm the CMStcncc of differciiti-s ni 
cotn.irant c.c,ts of proiuemg tv o or nior< commcvlit ie> n 
catint- f < f gigid n sudi Jr de In tlm ibsenee of such ^ diifercnce * 'i 

tr., de i. ' ns< 

f-i Diffi rone< s 11 cotnp u-ativ o cost s are b ised on differcrct' t” 
eiuj r .\.> idvnntsgfs risuPini* •'rora viriatioas m natural md turn i 
r,-sfn'i(.u- jiost, 4,-- (1 hi d’f). <.n* courtiifs 

f If L>ehomntn siwnlires m (that is pro<ltic«s tO' 

5<!T evrort ) « >'0 or mo'-u comnaodit’es in the product on of v-hal 
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her laboui and capital arc most offectivo , that is, in ^^hIch she 
possesses the greatest comparatiae ad%nntago and whose cost is therefor© 
lowei than in other countiics Othoi commodities are obtuned in 
exchange foi hoi own goods b 3 '' importation fiom othoi countries 
possessing groatoi nd\antagos in the foiinoi Goods produced under 
increasing costs max be p.utlv produced at homo and puth miixnted 
fiom abxoid 

(4) Tho greatest companitno advantages possessed bj trading 
niitioiis max ho absolute oi onl^ rolatixe When tho 3 are absolute both 
real and nionox costs aio loxxoi than in other countries When adxan-’ 
tages are onlx’ rolatixe lenl costs m the oxpoiting countrx are liighor 
than in some otlioi counlrj or counliios but monox costs aiO iictuallj- 
loxxoi in it Low Cl money costs are no doubt due in such a case 
to loxxoi nionoj xxages, which aio iho natural consequence of relatixolv 
loxxoi officiencj ^ 

(5) ‘ Increasing and decioasmg costs indicate a falling oi using 
,-^coinpaialixo idxantago Expoits of the increasing cost commodities 
' XX ill tend to doclino xxliilo those of docioasmg cost goods x\ ill tend to- 

oxpind xxitli inoioaso in thou demand and output Part of the supply 
of incieasuig cost commodities xxill ho produced locallx m each country 
on nioiO fertile oi pioductivo soils and other natuml rosouicos unless 
tliose laltov do not exist 01 are so unproiluctno ns to bo unable to. 
pioduco at compotitixo lalos 

(6) Specinli/ntion by, and trado among, nations results in gum 
to all of them Each nation oi couhtix obtains its imports at the 
loxxest possible cost in both loal and ulonoy teims The gam la 
real terms consists m obt lining moio of impoitod commodities poi umfc 
of goods piodiiced by a countiy oi poi unit of lahoui spent m pibducing 
such goods It ncciuos to tho people in Die shape of liighoi real xvtiges 

^^^^aiid piolits, or incomes m genoial Tho highoi real incomes mav 
' take the form of higlioi money incomes or loxver prices 

f7) The aggregate gam from mtoinational spocialiratioii and 
trado IS equal to tho difference in tho coniparatixo costs of producing 
the commodities m the importing and exporting countries • The share 
of each countiy in .this gam, oi the raU oj thterchxn^e, is detcriniued ' 
by (a) hoi ow’u pioduc tive efficiency and (b) the state of locipiocal 

^Ellsxvorth — International Economics p 04 ’ 
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tlenmntl 'llio higlioi the (.onipiiatiM* mixunl in jircKU tnif; Iwr nun 
goods and tlio innie mol >slu Uii> tK’nuud foi (nioh gwKls in oUiOr 
couiilucs tho moio fii%oimiblo iho nto of mtinolintitjo 11 lil.tlj to bo to 
hor, and mco \o)'si\ 

8 Piicob and tuonoj inconiob nro po adjustod in differont 
countries as to bnnf> roal incomos m ibtin in ctm{irimt% a\ith iboir 
pioductuo efficiencies and clastnitios of demand for each others 
products The necossarc adjustinentr in then price income otructuies 
are brought ibout In one sale 1 lUiw of gwxls md (a) nio\i-inenls of 
specio in tile Ie^Clse dncction nndei the gold standanl and (&t shifts 
in tho e'ch.mgc rile undoi incoinoitiblc pipot stand iid These 
moceinonls ind consuiiuontnl adjustments m prices and incowcs 
continue until cquilihi min m tridc is rcstmed, that is, until the \ dues 
of tot.il o\poits and iinpoits — MSihlo and in\ isiblo — of each countrv 
nro cqinl 01 neaih so 

(9) When tiado is in cquilibiiuni Ingh wages iro the results of 
Iiiph officiencj 01 Ingh comp iratne ud\antnge in production and do < 
not chock exports , nor do low wages mcreaso cxj'oils 

(10) Tho floor tho tndo the grettcr is tho gain actiuing to 
<3acli countij Anx factoi that impedes (he free flow' of good®, or 
raises tho costs of trade in them such os exchange roslnclions and 
export and import la'cs, nanows down tho difleronco hotwoon com 
paratixo costs ind tho extent of gam from specialization 

(11) The fundainontnl difloi mco between intomid and oxtoinal 
trade lies m coinpiratuo unniob’blv of labour and to somo extent of 
capital between dififoient countri' s as against freer niobilitx between 
diffeient paits of tho same count <\ The result of tins is that real 

■wages and profits ma'v differ widely in countiics engaged in intenia- 

tional trade , ■within a country tend to bo equalized except to tlio 
e'rtent that there exist anx non competing groups Specialization and 
trade between differont paiijs of r countrx can exist onl\ wlion 
advantages of each part aro ahsolnto . between different countries Inide 
may and does rest in many cases on morelx rolatno ndxantnges 

(1 2) Puces of all goods entering into mtoraation il exchange are 
nearly equal m all coantries is they ire in different p.iits of a couiitn 
Puces of domestic goods may xarx' fiom countij to country, but wages 
prevailing in domestic and export industries within a countrj 



'Will tend to be equ.il, -with tlie lesult that if they are m the lattei 
■they will be lo^y in the foimei also 

The Tariff Problem in India m relation to the Woild Tiade and 
Tariffs 

The advent of Biitish rule in India largely coincided -viith 
the advent of mdustiul levolution in the western countries As^ 
Great Britain led other nations in the inarch towards large scale 
industi lah/ation the poliC 3 ' of free , trade suited her interest best 
■throughout the larger pait of the nineteenth century and early part 
of the twentieth It was to her inteiest to import food and raw 
materials is choaplj'' as possible and to sell as freelj' as possible her 
manufactured goods throughout the world She naturally became a 
free trader in both theory and practice md applied the simc policj' in 
her colonies and dependencies like India In ha s cottage industries 
•such as there existed, decayed against the onslaught of therp machine 
made goods, while large scale industij' could not emerge without the 
ielp of protective duties, which the British Government in India cons, 
■tantly refused to apply, However, rapid industiulivation of Geimanj 
and Japan under state protection led to stiong agitrtion in faaoui of a 
policj'' of industrial protection in India and the government was 
•compelled to adopt it in 1924 according to the recomraendationb of the 
Biscal Commission of 1921, (Chairman-Sii Ibrahim Eahimatoolla) 

The Goaeinment of India has applied in India w'hat has been 
called by the Fiscal Commission ‘disci immating protection’, tint is, 
protection granted for a tempoiaij period to nascent industries, wdiich 
may be expected to come, to maturity in course of time and to be able 
±0 face foreign competit’on without protection Indian businessmen 
•and politicians ciitici/ed ‘discriminating piotection' as a rerj' halting 
measure and clamoured for a more bolder policy of protection How- 
ever many industries ha'\e made rapid progress since 19-4 even 
under this halting policy until .India liad become bv tlie time World 
War II started self-sufficient or nearly so nr the manufacture of cloth, 
iron and steel, cement, matches, sugar and p 'per among several other 
products meeting .essential needs ^Of course the two World Wars 
ha^se been of special help m India s^ progress towards mdustriali- 
zatiom , By muttmg oft of foreign supiiltes and raising the prices of 
various goods a war ahvajs makes it piohtible to stait new and extend 
old manufactuies. , 
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In tine peiiod between the t\so Woikl Wais, f e, Between Igl& 
nnd 1939 intemdtional trade sufieied i gieit set-back due niamlv to 
tin ee causes (1) Emeigence of huge international debts pajable in 
gold (a) ba Gennana to allied couutues is wai mdemnita and (b) h\ 
the latter to Amenea in lepaament oi loans conhacted dunng the 
^Aal of 1914-18 (2) These debt payments led to the concentration 

of the bulls of woild « monetarj gold m Ameiica and France, which, 
refused to lecene then foreign claims in the shape of goods bv 
imposing high tanff walls agiinst them (3 j Scramble for gold on the 
part o' Genn an and the allied nations to meet their debts, and by 
mans countiies to re\ne gold standard, made them thiow their goods 
on the worln maiUet at anv piice and caused precipitate fall m the 
general le\el of prices paiticularh of raw produce, and led to the great 
trade depiession and widespiead unemplojment thioughout the woild 
from 1930 onwaids I A) This m its turn reduced the purchasing 
powers of the masses of the people paiticulailv in •'giicultunl countries 
like India and -\nstraha, which found diffieultj in meeting interest and 
othei dues on their foreign debts i5) The rise of Faz'sm In Germanv 
and of Fascism m Itala led to huge wai prepai ations on their part 
and to a era strict regulation of their foreign tiado (6) Most countries 
then tried to meet the situat on ha restricting imports through snob 
measures as exchange contiol and bilateral trade agreements, fixing 
quotas of foreign goods each counti-y was willing to raceiae from the 
other 


The situation a^as met in India b\ the adoption of Imnen-I 
Piefeience in terms of the Ottawa agreement raising of import duties 
against cert iin foreign goods and hilateial tiade agreements with Japan 
and Great Britain The policy of imperial preference, professedly 
adopted by the Goaernment of India iii the mutual interests of India 
and^erEmWe countries, met with hostihta in India due to the 
feai of is^r for ign goa'ernment subordinating Indie s interests to those 
of Great Britain and her self goaeming dominions- AVith a free 
goa’ernment ii India agieements about preferential treatment vnth 
Empire com Vries will now be based on perfect rrecipiocitj’ and need 
not excite ai y biassed opposition Throughout the inter- war penod 
the taiiSf pmicy in India as elseavhere avas directed towards increasing, 
exports and Uestnctlng imports as much as po-sible Such a policy 
■on the part\ of the world as a whole was doomed to failure as it i& 
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-stmlin" bahncos' can mike IB of 'smillordeL ind can finance onlj a 

friction of oui total imports, . — the second consideration i' 

that 01 picserrin'' our markets overseas „ unless vre keep on 

making some espoits of cloth to the maikets where our cloth has 
established itself dming the past \oars, we shall surelv lose these 
markets” *He then leMrs to the need for tiido agreements lor “the > 
procurement of the goods and commodities which we ourselves need” 

\meiic.i IS the onh countrc that is m i position to export but 
the absence of exportable surplus and gold in the countries needing her 
goods has Ciiused dollai sc'>icit\ Americas need to export ho'Do 
n“cassrry rs othei countiies need to import the foimer is extending 
dollir credits or loins in rarious \ rjs She is granting huge credits 
101 the Europeau Eecoverj Programme and m iking available loans 
through the newlv estabbshed Interoiational Bank for Eecoterj and 
Development to the countries de\ rstated hi the war and to others 
which are economicallv backward and need cipital for dovelopmg their 
natural aud hum in resources 

With the adrent of politic<il freedom m the country and wide- 
spread interest in plruning the tariff problem has assumed an altogether 
new content in India There is no question now of foreign interests 
pierenting Indian industries iiom getting the necessary protection 
Immediately, as we hare seen there is such scarcity of goods that few 
industries actually stand in need of protection As and when foreign 
competition grows the Gorernment of India c-rn bt depended upon to 
extend anv me isure of protection that becomes necess ii'y from time to 
tjme The Goreinments at t be centre and m the Prormcesarc all 
actively interested in rndustiirl progress on i plinned and vet rapid 
■siMle The real question of importance to the Indian industrialist of 
tojliry js not protection against foreign competition but ussurance 
ngaansc n itionalization at aibitiai’y rates of compensition 



CHAPTER XXI 

THE PROBLEM OF DISTRIBUTION 


ihe Problem 

Distiibution, as a division of economics, is concerned with the 
tudy of the pimciples that govern the distribution oi sharing of the 
vealth among ihose who produce it It deals primarily with the 
li vision of the income or pertodtcal output o/ ft among the 
nembers of a nation or society and not with the stock of wealth 
ixisting at any time , the latter stands already distributed in the 
ense of being possessed by the owners It will be seen, as we 
iroceed, that the dtsirtbuUott of wealth affects the dtstrtbuUon of 
ncotne m a society in which land and capital are privately owned 
nd yield incomes to their owners apart from v,ages and profits 
arired from active work The incomes accruing to owners of 
vealth or property are usually larger than those of the persons who do 
lot own such instruments of production And ofcourse the larger 
he annual income of an indmdual or family the greater is the chance 
if the stock of wealth possessed by it growing and the shaie of 
nconie coming to it becoming larger m the future ^ Thus the tyvo 
listributions— of income as a flow and of stock as a fund — are inter- 
lonnected and yet one ought to be distinguished from the other 

Another point to be noted here is that v,e ma> examine diStiibu- 
1011 of mcome among the sharei-s from two points of aiew (l) We 
Qa> studr the forces that detoimme the shares of the income going 
;o the owueis of the four factors of production as rent, interest, wages 
ind piofits This is funcUonol or class dtstrxbuUon, whose study 
iompiises an inquiry into principles governing the shares accruing to 
nembers of the community as landlords,' capitalists, labourers and 
irganiseis Here we are concer-ned with wh^ rates of rent or wages 
itc , are what the> are at anj time and hov\ they rise and fall It is 
;his kind of distribution that is the mam theme of most text-books, 
neluding this one But the inquiry may be undertaken from another 
■t’ndpoint (2) Wo may try to examino the foices detennining the 
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shares oi the total income accruing to individuals or families Tins i 
personal dfslnbutton, nhose studv explains the differences in 
mcomes leceived by the individual membeis of a nation This 
problem of inequahty m uicomes and m wealth, on which it is based, 
is incieasmglj coming into piominence in piactical life as well as m 
theoretical anahsis in economic literatuie 

The two studus ale not {nnaamentall> diffeient, it mav be 
noted They ai'e complementary in nature As' we explain the 
emeigence and fluctnations in lent, mteiest and wages, we explain at 
the Same time diffeiences in incomes of individuals who own land and 
capitcT and also worn; loi wages and those who aie meie wage eaineiB 
The total income of an individual or family may consist of onlv one 
kind ol shdic oi of all oi some of the shares The real significance 
of the distinction between personal and class distribution lies in the 
modern emphasis on economic equality and focussing attention on 
inequality arising from pnvite ownership of land 'and capital It is, 
howevei, a fact that a numbei of mere wages-eainers, film stars for 
example have much largei incomes than manv landlords and capitalists 
This question of peisonal distribution and inequality has been dealt 
with m short at the end of this chapter 

Importance of the Problem 

^i^lth gieat impiovements m the technique of production and 
consequent changes in economic life in modern times emphasis 
has tended to shift from production to distubution of wealth While 
oldei economists spoke largely of prodaohve efftctency modem 
economic hteiature draws pointed attention towards inequality 
in distubution and appeals foi disfrriiKf ue justice The reasons are 
obvious (l) Distribution as an economic problem did not exist in 
iprimitive stages oi society. In the hunting stage each individual 
consumed what he produced , theie was none to claim shar in ins 
catch As family life developed the members began to pioduce jointly 
but division was aecoiding to need of each member of the family 
resting on mutual affection The basis of distribution was 
economic This is also the ideal of the ideally communistic society 
hut IS found to be difficult to apply in practice as we shall see Then 
as the division of labour among families appears conflict of inteiest 
arises but m the field of exchange and not m that of distubution H 
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becomes a qiiestjou ot Jiow much each family gets of ths produce oC 
others in exchange for a given qiiputitv of its own The problem le 
one of baignmmg shength Ihe cliiiisiou of wealth pioduced and 
obtained thiough exchange among the membei’s of e*ioh fami j is still 
based on affectioh - - ,, 

2) But with the einoigonce of pioducfcion in biggei ,factoiies and 
f. iins ind the bepai ition of ownoisliip of the fictors of production 
engaged m them, dnision of totU output assumes the form ve are 
^Mtne-)S ng in modem times The shnies come to each agent in the 
shape of mone^' incomes , ^ot they lopissont aftei all shares in the 
inoner rahie of the total net piodnct of the prodnetnp establishment 
Conflict of interest is then bound to ai ise f 

Id) The question has become acute with large foitrmes built up 
by ownois of land and capitil and huge annual incomes icciuing to 
them .ic agunst no pioperty and meagre incomes of the mote wage 
iiiiom, who constitute '■hj vast hulk of the populat’on in each 
couuti j The political iww'or of the latter m domooiatic coiiiitrios has 

. > ‘I 1 

led them to attack the vei r liasis of the pioductno aird distributive 

1 ‘ » i 1 i 

sjsteni, namely, the rights of private ownership of the means of 
production and fiee enteipiiso 

(4) The recurrence of the phenomenon of oroi-pioduction or 
under. consumption m the recent economic Instorj of the world hrs puc 
a fresh weapon of att ick in the hands of the wage earners and then 
leidei-s. Prom time to time wo do find a sitmtion m which food and 

V I J ‘ 

cloth ue rotting m the godowns of firmers tircl fictoij owners while 
hungiv mouths and unclad or half cl id bodies aie theie to consume 
er Cl r hit of the idle stocks The produeeis uc oigei to soil md the 
consuinei-s eager to buj, but theJittoi hare not the means to prr the 

1 J V* ’ J » 

puces doinanded by the foimor accoidmg to costs mcutied hr them 
This pnadox of ;!>over/y 1/1 ^/en/y IS asciibed to the fanltr system of 
distiibrition of the national income The bulk of the slraie acciuing to 
the rich is mrested , that coming to the poor is not enough fo purchase 
the goods they hare pioduced Nationalisation of the moans of pro- 
ductioir and centialized planning of pioductiou ind distubution are 
adr oc ited as i emedies 

I r 1 I t .. j 

The National Dividend ' ' ' ' ' ' ’ 

Whether we consider distribution from the point of mow of indni- 
dinls or classes the amount bf wealth irailable foi distribution 'during 
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A i>iit of llii! ivilitjinl (liMiioinl if> lousiiinud o\en \i'H ov ihe' 
ji'opio tiii'l iinoihoi p’lt to nicuimo tin ( sptt.ii of tho coni’nunitj 
In toiiii'j ot ui(iiu\ inLoiiK* tho fonnoi jMil is spent > mi I In' litior 
saved Plot Ii\init Fishot of \un*tio.i inclink h hi tint ii.ition I diiicl- 
etui fnts l!»,rv put of tlij Hot pioiluit which oti'ii-s fiuecth into con- 
•'iiinpiion unci oMlml"', the put (Imt m It irr‘\ b- nofn t that in u 

ct .turn u \ ut 1*0 V hoio onh rcpl iccjinr nt of worn out t tpitnl jc- pos-, hip 
co.K 3 p*s of Fic-hpr uml Mut'.hvU wil! he ulnnticu! Ilowt,\ei unneu 'se 
in till' ri iiionul (iuitlenfl from the produ.ttoa siandpcint of Miu-sh dl 
1-. o\p( ct' c! to UK ixi'so th j (Ii\ iclcjivl from the contumption stand po nt 
of Tis! • j in lUtiuP \L Us wlien iddiiion to cspittl will mci ease the 
pioruaine piiv ci of tho (orniiiUnita 

National dividend and welfare n\i( 1 pntl\ the smo of th ’ nui'on- 
ul di' uh.nil hue 11 dni of loialion to nulionil weliiuo foi it le fioui flue 
thit tiip MUioiiR I'^ents of piodtittion fjot ihon pliiros Jo cjiio^a ntcsin 
Dl Marsh dl ‘ it ic it onc" tho ngarottiito Miolt juocluci of, luid the sole 
f sotiico of pa\inout foi. all tho UjConts of prfxluction within tho coiuiti\. 
It iR du dod Tip into punin^e of luhour intoreel of c-ipti d and I istlw 
tho puiiiucet « sui jiluR or lent of luid It constitntPR tho whole of 
Ihoto, and tho whole of d i*- (list iibufcd mion'; them , tho lit) tier if ic- 
Ihc Intf'cr otla i things homy; equal, will bo the shin a of eich of thorn 

\n incK.i'-o in nation d dnidonod is expected toputinoioof wodtli 
at the disposal of 0 ich cl iss oi indnidual, but not bo tin moioase in. 
intionid uicome w hicli nm\ lo duo tons'' m pines Ihus Indus, 
nation d income m loims of mono\ is hmmd to be mm\ time' what it 
w'lB in l!i i'l but mix actualK bo lowi i m real leims laicaiisp of biglior 
puces ^\uollioi point to lie noted is that ibsohUe smo of tho dm- 
deiid or incoiro do-'S not giro us uu defiuiio idea of welfare , 
it IS the poi catnlH income Ihit is of loid sigmfa lUoo We cau 
compaio wolfiuo of one nation with Hut of anothoi oi of tho same 
", ml on liming two poiiods with thi* figures of poi capita and not total 
inc< nos Distiibulion of tlie luitionai income is also of signifi 
calico m estnnatmg wolfuie Thus of tho two countiics himng tho 
samo per capita income welfare is gieitor whoio xvcilth is more 
ovonh distiibulo'l Foi iltilitj of uionoj oi ox ou goods and sou ices at 
tho maigin is gio itoi to the pooi than to the uch This moans that 

wolfue c-ui ho piomotod hj gioitoi oqudiz'ition of incomes , this 
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TS \\hy Buch oquali/.ition is muoasin^h becoming a niattoi of policy 
in public finance Ho\\o\er we must not foigot thatbe\ond a 
■certain point this niai lodnci the si/e of the dnidond bj more than 
Iho benefit deiived fiom mliFtiibufon tlnough measures of taxition 
and public expenditure 

The Process of Distilbutlon 

The national dividend is i flow and not a fund It gets 
distributed as it IS pioduced from da\ to dij and not pooled into 
•• finge stock and then ippoi turned to the parties entitled to 
it In I communistic Mate like the Fo\iet Russia production 
and distribution are under st ite control But in a free economy 
the pm ate oiganiser or enterpriser controls production and, it is 
through him that distribution of the product takes place He 
engages the services of the othei factors of pi oduction on a contrrctual 
I basis and paj s them then dues b\ the hour month or j car, taking as 
his r-eward tho profit that is left after satisfj mg tbo claims of the 
other agents of production Thus he is a residual claimant somotunes 
making huge profits, sometimes losses oidmarih getting a reasonable 
leward for bis work and enterprise In cases where the organiser 
himself provides land labour and capital needed in his enterprise he 
xecenes the whole of the not product and his income then ccnsists ol 
so many elements — rent, W’ges interest as -well as profits 

In a money economy the whole of the product is converted into 
money as it is turned out, and wages, interest and rent are paid out 
of it Usually these pay ments are made much before the product is 
ready for sale and price realized from the purchasers Tho enterpriser 
rn a wav adaances the amounts of rent wages and interest as thev 
-fall due out of his own capital or from funds borrowed by him He 
has thus to meet interest charges on such loans and naturally pa^'S 
something less as rent and wages than the value of the produce 
attributable to land and labour 

In this process private ownership of the four factors of produc- 
tion is taken for granted Landlords and capitalists get rent and 
interest for pi oviding the services of their respective factors to the 
productive establishments just as labourers and organizer’s get wages 
and profits for their own services 
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‘Shares govxrtrtd by Market values of the Factors 

L'VHloutK it i<? the in.iiKot \nhio of tho of each agent of 

iptojluchon tint tlotoi mines its sheie, Anri tlio amrkot \nliiL its"lf iS 
gcnornoil In the conrlitions of ’ts rlcmi'iid niid stipph hUy tho in-'ilvct 
t. n lines of oulinnn' consumption geijs Ihis is the lenson uhj some 
economists h iTo Btated that tlio piohlcm of chstiibution ib onij ii 

put of tho goner.il problem of tnhio This is true to a largo extent 

biittheio IS nil mipoitnnt rlifTcrence in tho \eliintiou ofsonicosof 
til" ngents of pro.luction nml m the \ahmtion of cnmmotlities, nnsmg 
fioin the (lifFcrcntos in the coiuiiticns of the supph of the former niirl 
fiom the ftet that in the t.isQ of piorlnctne senicCs thero is a hutmn 
element tinohcd Tims we are all intjie‘’te'l ii pi ctB of goods going 
<do\.n us inucli as possible, hut not in amges filling oven if wo me 

mot ^nnkoib ourselves On the othei hand, the st il , suppoitcd bj the 

'public m gcneimi attempts to keep up wngoS through minimum wagOi 
kgishtion Yet the IcMil of wages and rcm.inerttmns of other fictois 
«of pioduotion am to a large extent defeiinmed h> the balancing or 
■' 'their deiTii’ud a-nd suppl.es 

Demand for the services of produefive agents, 'J he demand 
•for the seiMccs of agents of proluclion is an indirect oi deinerl 
demand arising from tho demand foi the tomniuditits thcN help to 
pioduco Tho demand pi ice of l‘>nd ni labour is determined hj its 
miargmnl pioductn it\, tint 's, what m uidif onnl ncie of land oi an 
additional kahouror would add to tho piodiict obtimud witliout such 
addition Tins rnargmal p oductn l\ of each agintof pioluction 
tendK to dimiri'sh with o\oix ndd’f on foils Qumt t\, other factoi's 
and the II ctliods of pioduor on mniniiiing michnngcd Tlio tondencx 
mav I’o toimod tho law of dimin'shiiu miugmal piodiictnitv, which 
has f.icat mfluonco over tho determiriation of tho shims of the 
^ vaiious agents of production The demand piico oi tho serxitc of 
each agent of pioducfion dimimshcB with oxti j incicttpu in its suppiv 
without rn incioaso in the othei facloi's of proluctiou An addition 
to the numlier of labouiois ten is iilwaxs to loduco vages per man 
]ust ns an incioasc m tho supplj of land and capital dopicssos mnt 
and 'ntore&l \n oiginisor usually publics in his own intciost 
employment of each agent upto the point whom its nmiginal pio 
ducting equals its mwnid Foi example if an additional labourei 
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mcieases output by Es 4,00 pei \eai dxicl his wage is Bs 300 pe' 
\ eat his emploj’ment yields to the emplovei a net piofit of Es lOO 
Such profit will continue until value of maigiiml output of labonr 
IS equal to the w ige paid The same is tiue ol capital and land Thi- 
shows how lemuneiation of each agent is goieined hy its margina 
pioductiYity Howeier, in so lai as the oig inirei p ij^s the reward 
hefoie the pioduce IS sold and its monej value realized he makes a 
deduction equal to interest, and thus lemuueiation tends to be 
eqiul not to the marginal pioductivitv hut to the discounted marginal 
pioductnitr of L factor 

Supply of the services of productive agents Again, asm 
the case of commodities, there is a <JuppK puce m the caseoftha 
sei vices of productne factors except land which is a fiee gift ^ntt 
IS the nu iihei of say, labomei-s increases then m iigmal productiviti 
uid demand puces decline, hut the leduction in wages is limited 
hv the cost of reaving and maintaining labouieis Siinilailv, a rise m 
wage brought about hy a decline m tlie numhei of labouiere and an 
increase m then maigmal productivitj is limited bs the cost of 
leaimg labour, a high wage ultimately tending to encounge mnrrisge' 
and to make possible the rearing of laigei families among tb® 
labourers Even the piofits are gireineci bv the demeud foiandtbe 
supph ol organising ind enteiepieneuii il 'hilit\ A continuous lO'® 
or unieasonabh low piofits tend to leduce the supply of enterprne 
and more than adequate piofits tend to piciease its supph Capita! 

on its part has i siuiiln suppK puce goveined hv the incouv enisuo 
Ol watttng miohed in saving Land m its nituiil state being 
without cost has no such supply puce and its leniuneiation, lent i' 
thoiefoie determined wholly bv its demand puce based on itsmargiaJ 
pioductnity Deteiimnation of each of these shares m the nation^ 
dividend has been dealt with in the succeeding cliaptem ^ 

.Changes it the supply of Competing and Cooperating Facto s 

A significant effect of the law of diminishing marginal P*^ 
ductnity is that the rate of remuneiation of the factoi, ovbo'^ 
supph mcieases, goes down while the ntos of remuneration o* 
others, whose supply remains fixed, use An increase an H- 
supph of labour, quantities of other factors lemaining as tbev am- 

reduces marginal productivity of labour audio weis w iges , marf ns! 
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piodUctuiiies of Juncl, capital and oiganisxtion use and so do jates- 
oi rent, inteiesb and profits But if labour foice remains sfcation- 
aiy and land, capitil and oigani/ing abihtj inciease •wages use 
and lent, intoiest and profits go down Thus it is to the interest 
of wage oarneis tliat new' land and mines should be brought 
into use and that capital and enterpiife should giow On the 
othei hand, m inciease m tlieir nuinbeis either through iintt-igia- 
tion 01 natuial mciease through excess of births over deaths depresses 
their ■wages This is the economic reason behind the policies of 
lestrictloiis on inimigiatioir and encouragement to emigration of 
labour It is only some of the sprisely populated countries 
rich m natural lesouices such ns Ameiica and Austnlir tint 
admit foreigners But even these do it on a restiictod scale to safe- 
guaid the mteiests of the futui'e Then almost total ban against 
admittin" coloured peojile is of couise based on racial grounds 

The adrerse effect of increase in competitois is ■rery rmi- 
s'eisal It applies as much in the case of factom of pioduction 
as in that of commodities Bich unit of liboui competos w'lth 
other units of similar labour and also with units of labour s mng 
machinery On the other Jiand, units of other factors of production 
compete for, or cooperate with, units of hiboui An increase in 
the units of land, capital and oigani/ation means that each unit 
of labour gets cooperation from a larger quantity of other fictois 
and its maigmal pioductnit^ iiicieases The same is true of 
other factors An increase in c<ipitnl lowers interest, but increase 
in labour and arailable land ra'ses the rato of interest Thus it 
IS tint increase in compettug factors is abhorred while that m 
cooperating factors is welcomed It may, howevei, bo noted that 
there are non competing or coopeiating gioups among labouiers 
Bor example, sliillod labouieis like mistiis and foiomen engrged 
rn an mdustiy stand to gam thiougli an incieise in the number 
of unskilled employees, an increase in their own numbei, howevei, 
goes against them and in fa'roui of unskilled labour 

The Principal of Subslitution 

"We hare already seen how tlie principle of substitution is 
applied in pioduction and consuinpt on It lias its influence on 
dUtriLirtion in so, far as pioducton and distiibution aie closely 
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connected The share of each agent of production is equal to 
the contribution made by it in pioduction Each organisei of a 
business, big or small tries not onlt to make equal the marginal 
pioductivity of his outlav on etch of the three factois of produc- 
tion but also to extend the application of his resources oiei 
land, labour and capital up to the point vrheie marginal producti. 
vit^ of each factoi equals the rate of remuneration payable tc 
it For so long as the remuneration of a factor is less than its 
margin il productivity further emplorment of a factoi remain' 
profitable Again if application of resouises on anv factoi has gout 
berond the margin that is, if marginal productivity of a unil 
is less than the late of remunerition payable to it resources will 
I e rvithdravrn until the two become equal For example, if v">gc: 
aie Rs 3C0 per vear but output pei laboutei is only Es, 250 i' 
w ill mean loss of Es 5U per labourei to the emploj ei Eaductior 
of the Lbour rorcc will then take place, this will increase mar. 
ginal pioductnitv until productnitj reaches to Es 300 
labourei It is of couise probable that under free competiticr 
retrenchment of labour wilt inciease marginal productirit'j •’nd lovei 
the rate of wages simuhaneoush and the three processes will continue 
until wages ana productnitj aie equalized 

This holds time not onlv of a single estabhshment but o' 
all the pioductno units of all the ndustiies in a countrv Tlie 
tTtporiant ecorsowtc doctrine that eirergss from this is that 
rates of rent xeages and interest tend to be equal to the mar- 
ginal froductiviiy of Iznd, labour and capital respecUcely 
Accoidmg to Piof Elj In older to achiere maximum profits 
each entrepreneur will endeavoui, so far as is practicable- to apP 
ortion his use of land, labour md capital so that the value o 
the increment of product attiibutable to the marginal unit o 
each cliss of productne agents will about equal its exiien-o 
The rate of pioiit in an mdustrr is itself goreined bv tbe 
marginal produtnity ot organizing ability md iisk-bear mg requires 
in it But he-e the principle of substitution works in an indirec’ 
ni inner Soc’ety does here uuconsciousK rrhvt the enterprise! dorf 
delil eiatolj in his factoij or woikshop Society lemuneintes fbe ser- 
■vifcs 01 organ.scis accordmg to their muginal pioductnitj through 
the maiket price it pajs foi the gools thev help to pioduce 
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Inventions and Improvements. 

Inventions of machineij' and impiovements in the methods of 
pioduction and tianspoit, T,\hich am" such a common feature of the 
present age aie continually disturbing the proportions of the productive 
factor's employed in business undertakings and the rates of then 
lemunei-at on through their effects on marginal productivities Thus, 
inrention of labour saving machines usually increases the demand for 
capital and reduces that for labour , the field of employment of the 
former mci eases and that of the Litter decreases, the rate of interest 
tends to rise and that ol wages to fall In couise of time, however, 
the loneiing of the cost of production by improved machinery increases 
the demand for goods produced by it and to increase the demand for” 
labour itself In so far, however, as newl'j invented machines are 
cap.tal saving, tliat is, they are simpler and less costly, thej reduce 
the demand for capitil and lower the rate of interest without anj'- 
adverse effect on wages Thus introduction of hydraulic cranes has 
by itself reduced the demand for, and wages of, dock workers ; 

J invention of calculating machines has tended to reduce the wages of 
clerks But wages of the workers ought to bo raised by such 
nveritiODS as that of the small powder looms and grinding mills worked? 
with electrical energy in so far as they replace biggei factories, 
employing more costly machinery and fowei labourers 

Improv'ements m tiansport such as railways and steamships have- 
redi ced the costs of transport and prices of agricultural products in. 
older countries Land has thus tended to go out of cultivation irt 
sucli countries and rents there have fallen On the whole and in the 
long run all inventions benefit labour by rdising real wages if only 
beoiuse goods on which money wages are spent become cheaper. 
The demand for labour itself increases and wages rise as the demand, 
for goods made cheaper bv machinery increases,. 

^ Mobility of the Factors of ProdncUon 

I’actoi's of production tend to move to the place or occupation 
where then marginal productivity and theiefoie the rate of remunera- 
tion obtainable is the highest Constant shifting thus tends to bring 
about equality m rents, wages, mtarest and profits To the evtenb 
that mobility is oLstructed by ignorance, prejudice, high cost of 
movement or-legal bar. rates ot remuneiation- tend to differ from pUca, 
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^io phco incl ftom OHO ocouint’on oi induRti^ to nootlior, 
of spcLiali/'ecl cap tal and spec iliycd akill from one occupation to 
anothei is acij difficult, if not impossible Thus niilv7iy engines 
cannot be used to propel ships or on though ships >ield higher letums 
than lailwavs nor can engineers become doctors because the latter's 
■earnings are higher '' 

We mav now note the effect of inobilit> on the factoi'S which 
lenaain slationaij in their own places oi occupations Tf labourers 
snore fi cm \giato Ahmedabad hoc iiise of higher wages in the lattei 
town the wages of labouiers who lemain in Agra will tend to rise 
•while lates of lent inteiest and piofit should fall in \gra On the 
othei hand, eren though the workers reaching Mimcdabad will get 
sliglitlj highei wages thcie than thej got m \grn the wages of the 
laboureis alieady emplorcd in \hinodabad will tend to fall wiiilo 
tl 0 lates of rent luteiest and profit will tend to use 

Personal Distnbuuon and the Problem of Inequality 

The share of the national diridond accimng to an individual or 
familj as a unit of soo etj is determined in a fieo ccenomy hr two 
■things (1) the quantity of the mtiuincnts of production MS' Imd and 
capital special md privileges, if an\ such as monopoly rights, possessed 
b> the familj and (2) the productrre effioioncj of its earning inouibers 
fChus inequality in incomes rests on inequality m weilth and 
inn liege and productno capacitj '-ome socialist thinkers bchore that 

inequality in ability or cipacitv is itself due to differences in we dth 

^d •Income Inequalitj in the latter necessarily »xOuns neqinhtl of 
troporlunity to acquire both capital and abilitv A rich man s Bon 
h^^ot only more capital rt hib disposal to give him i good star-t m 
Ilk but also better opportunities of general edfication and technical 
trlmiiDg He also enjojs the privilege of living in bettei social 
eavijronment which develops character , the poor man s son is den cd 
all t|ais On this thesis t hese socialists advocate abolition of the 

^j'*‘Some engineers or teacher's do begin to practise Borneo 
pathic sjstem of medicine in India after or even before retire 
meat But the phenomenon is largely due to tJieii desire to sera e, 
and the desne of their patients to be seived b> such unqualified 
people usually without payment However appreciably higher rates 
of remnneratron will attract new capital to ship building and jounger 
people to the medical profession and in course of time rates tend to be 
equalized. 
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lights ol 1)1 1\ ate 1)1 opoit^ and mhoiitance so as to equalize oppoiiu- 
mities foi all Bstieinists among them, the communists, go so tai as 
to suggest abolition of private entoipiise also It is, of course, 
possible foi the state to own land and capital and to lease and lend 
them to pm ate orgamseis Rent and interest will then accrue to 
the community as a whole foi equal distiibution while nrofits and 
wages wall go to oigani/eis and labouiei-s But as piofits pei 
individual will naturallj be laigai than wages, they will militate 
against the ideal of the communists of moie oi less perfect equality, 
and ought, like lent and interest, to be appiopiiatcd to the community 
foi equal distribution 

Libeial economists, bower ei, advance cert iin arguments against 
these extreme me isuies of nationalization of lind, capital and entei- 
pii/e (l) Even if all those weio nationalized poifect equalitr of 
incomes will be imjiossiblo becouse of diffeiences in natuial or inboin 
talent In spite of the fullest equalization of opportunity these 
diffeiences will persist and so will difterences in incomes unless 
distribution is made equal without legard to ability or productive 
capicitr ( 2 ) \nd if private property and inheritance are abolished 
and superior skill and mdustrr ue not specially rewarded mcentire 
to work to the best of ones capacity will laigoh d sappoar This 
will reduce the national dnidend and not only the rich but the poor 
themselves will suffer ( 3 ) Expectation of equal reward irrespective 
of quality and quautily of work put in may, on the other hand, make 
people entirely indolent and hizv Tins wall necessitate the use of 
■the whip and will at anr rate abohsli that fieedom of thought and 
action winch is good in itself and necessary for the fullest expression 
ot human persoiialitv (i) Motive of prmto profit having gone 
incentive to saving, invention and impiovement m methods of 
production will d sappeai Loss of efficiency in state.managed 
concerns, such as has ocouned in recently nation ilized British 
industries of coal mining and evil aviat on, is advanced as a sound 
arguiient against abolition of piiv'ato enterprise The socialistic 
■writers, hovvev'ei, reply that thev will change human character itself ' 
through social education so that people will hogin to put in then 
bt-st to promote not self but social interest ^nd swing will be under, 
taken by the state itself ( 5 ) Nationalization with full compensation 
-at market rate will yield no margin for distribution to the poorer 
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sections after payment of interest on loans raised to pay compensation. 
In fact, this might result m loss to tne state to the extent that "values of 
some of the private assets stand capitalized at rates lower than those- 
paid on state loans in anticipation of future profits or rise in their values 
And in anj case, inequalitj' m incomes w ill continue so far as the 
amounts of compensation paid to tlie owneis will be available to them 
in addition to incomes earned by them Ivationalization without any 
compensation or at aibitrarilv low lates will not onla be imjust but 
Molentlj' resented (6) Further, apart from any immediate loss to the 
national dividend and economic weliare involved in the abolition of 


piivate piopeity md enteipnze tlieie is the danger of the people losmg 
ahogether the^ sense of initiative and becoming habituated to working 
on oidei-s from above This is bound to call a halt to piogress in 
industiv and aits (7) Natural resouices like land and mines maj not 
be imjiroved and woikcd economically as thej aro when undei piivato 
ow nerahip 


A moderate comse ’s therefore sugge«*ed md has been m opera- 
tion in most of the civilized countries of the modern world Some 
natural resources ana certain indr.stiies have been nationalized , othera 
are being taken over Big estates or piopsities are being contantlv 
reduced in size with each generation through progressivclv high 
rates of death duties and inheritance taxes Steip progression in income 
and super taxes s tending to reduce the net incomes of the rich to 
moderate propoitions while those of tne poor are being ra’sed through- 
a number of measures such as factory laws regulation of wages and 
schemes of bonus distribution and profit sharing compulsorv sow il in 
smance, and provision of med'cal aid health serv ices and educat on to 
the poorer sections almost free of cost Thus wealth, incomes and 
opportunities to earn incomes are in process of equalization and if 
the rate is slow it is being more than compensated bv the absence 
of anv perceptible set back to piivate incentive to work and to national 
dividend 


*Foi example if the total market value of the shares of a 
company yielding vearlj a net pioht of Es 2 00,000 is Es 1 ,00,C0,f)0O 
and government boriows this sum at 3% there will occui a deficit of 
Es, 1 ,00 OtO pel y oai to be made good from other revenues 
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RENF 

* 

Economic rent has been defined by Mai'shall as “the income 
domed from the owneiship of land and ofchei flee gifts of natuie ” 
In oidinaiy language the lont of a house and even the hire of a mach- 
ine 01 othei duiable good aie usually termed lents, but in the econo- 
mic sense any income or part of income accruing to a person as 
A\ages interest or profit, is not rent Thus the lent paid bv a tenant 
for a house includes interest on capital invested m the building, 
somechiige for depreciation ind piob ibly soma ie^\ aid to the owner 
for the work of collection and risk taken in investing his capital m 
the house Only that part of the month! j or yearly rent of a house 
IS economic or puie rent, which is due to the stte or plot of gi'oand 
on whicli the house stands Sometimes houses are built on land taken 
on lease , the payment made to the owner of such land b^ tha 
buikloi IS called ground! rent, which is true rent 

It may bo noted that rent aiisos m respect of agricultural land, 
mines and other free gifts of natuie ■which aie scarce and owned by 
somebodj If and so long as they are plentiful foi anybody to use as 
much of them as hb likes there is no owmershi]) and no income fiom 
them When, howe\er, they are appropriated and become scarce rent 
accrues to the owners whether they cuhivato their own land or let, 
it out to others, called tenants In the former case it comes to the 
owmois m the shape of surplus o\ei cost of pioduction , in the latter- 
case it IS paid to them in cash or kind Usually the ten int agrees on 
enters into a contract to p ly a certain amount of monev or produce per 
^eai Such rent is called contract rent, which is based on the 
estimates of the landloid and the tenant about what tha true or 
economic rent is likely to be The two may never be exactly equal, 
■jet fiLO competition among landlords and tenants, where it exists, does 
tend to make the two appioximitely equal 
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'Pecnliarifics of Land and Rent Theory 

The factoi-s that clotoniimo icnt no tho clcmand iind supplj 
of land Ina\ei>ieil sonso lent is tho price of tho iiso of land or 
othei mtuial ^ifts, foi a gn on poi lod of time and like puces of other 
goods ind sei\nces it is dotei mined bj dom md and supply of the sen ices 
of land But in applying the them j of \aluo to tho services of land 
ne come ncuoss oeitim peoulnrities ba«:od on tho difference between 
the supplies of land ind othei goods Tho latter have costs which 
detonmnc tiioii supph puces , even the agents of production othei 
than hiul, capital, laboui and oigamsatiou ha\e then costs and supplj 
puces IS we shall see If then demand and theiefoio puces fell below 
01 lose ihoio then costs then supplies will be reduced and incieased 
so that a good measure of their values is proaided by their costs 

But land itself has no costs of producticu, and its tohil supph is 
absolutely fixed for all practicil pui))oso3 nrcspectno of price This 
means that its supply will not be leduccd taeii ii its rent oi price 
fell to /eio, ind it will not increa'ie if rent rose to upiecedentod heights 
"We in fict have uo.iont land and we have land hciring very high rent* 
But we net or come iccross no wages 1 ibouror or no price fount iiii pens 
■^gam, wiges of labour ind puces of fount im pens cinnot retrum for 
long much higher than then lospectnc costs Tiro result is that rent 
•of land IS goioined entiiely by the dcimnd price for it in relation to 
the fixed supjily Theio is no suppla puce foi land is i whole though 
■of coinse for any puticulai use of it there is tho imount it will fetch 
rn an altoniatiae use to which it ern bo ]iut But this latter amount 
rs not the supph puce in tho sense of cost of production but only 
its demand price for the other use 

Another peculiarity of land is that it is veiw durable unlike 
fountain pens oi macnines The pioductneness of agricultural land 
-and eten forests and fisheries lasts oaer thousands of ve ns if not 
more if propel ly exploited , natural waterfalls aie jlso an inexhaiis 
•tible source of power , only mines are exhaustible One effect of 
this IS that hnd may be allowed to be used by the owner even without 
rent but of coui-se mines will not be allowed to be so used And 
"then land diffei's in productu eness from region to region and even 
from one plot to another due to differences rn fertility and situation 
IBy applying the same amount of labour and capital the pi o luce or 
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piofit A ’elded r)^ one plot is laigei than anothei nhich is less fertile or 
sitnated at a gioatei distance from the maiket Or, what comes to the 
same thing, cost of pioducing and maiketing a niaiiud of nheat laisecl 
on one plot is highei than on anothei 

Lastly land is subject to the law of diminishing letuins in a 
inannei peeuliai to itself Usuallv the most piodnctne land is 
utili/ied fust and as we apply additional doses of Hboiu and capital to 
it 01 to less jnoductne plots lying unused letuin pei dose diminishes, 
01 in othei yoids, cost of pioduction per maund incieases Thus the 
lay applies Loth in intensive and extenstv uses of land lu the 
case of i machine returns yill no doubt dimmish li we go on adding to 
the number of labourers working on it, but if the rdditioml labourers 
weie emploj'ed on new machines of eyacth the sune tjpe, which 
can. be multiplied, returns will not dimmish and costs per unit of 
output will not lucie ,=e 

Ricardian Theory of Rent ' 

The moder-n theory, which explains how rent arises and whit- 
detormines its amount is has-d on the Ricaidian Theoi^ of rent 
propounded by David Bicardo, an English economist Eic irdo defines 
rent as “that portion of the produce of the err th which is paid to 
the landlord for the use of the oiigmai and mdestiiictible powers of 
the soil " His theory of rent is based on the peculiarities of land 
noted above and maj be outlined as follows Accoiding to him 
the most fertile land avail ible in a country is cultn rted first So 
long as such land IS available in plenty the puce of its pioduce just 
cqu ils the cost of pioduction But as population and its demand 
for igiicultuial piodirce mcieases the whole ot the most fertile land 
IS brought under cultn ation Thou a stige iSi reached when 
additional produce can be raised bj lesoit to moie mtensno culti. 
vatiou of the best quahta land alreadr m use oi to extensive cultivation, 
of the less fertilt land Ij ing uucultnated In eithei case the cost of 
pioduction per unit of this additional produce is higher than before 
because of the operation of the law of dimmishing returns or m. 
creasing cost The puce of the produce in the market must then 
rise and be equal to the cost of production of this additional or 
marginal supply, and the moie fertile land must then begin to yield 
a surplus over cost of production because cost of production there 
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nslovpi 'ih)‘! smijlus o\er cost is the otonomic lont of the bettor 
hnd inch ncciTjes to its owners The inftiior land yields no 
«uiplu3 '11(1 boii-s no lent , it ismirginsl oi no lent land 

Criticism and Refinements 

This theoi\ of Eicaido has been subjected to coitam criticisms 
and refinements b\ huoi economists (l) Sod does possess ongd/ni 
poweis, but these ue augmented In imestment of human oiidoroiir 
aid cvpitd in the shape of cleaiing, Icrelling and manuring The 
inciLi-etn leitihtr hiought ibout hv the-e is not original hui it is 
admitted th n tlie iclum on it is govemed bj the same factors as 
lent iickled b\ original powers Again powei’S of the sod arc no*^ 
ontiiely indestructible o\cept to the extent that thej are dependent 
on iic-tuial climate, i anfall ind situation , fcitihty of the sod is 
Ri bject to exhaustion but of course, constant icplenishment enables 
it to retain its lertiiit^ o\er a tory long period of time Biciirdo 
-pel haps empbas! red the indestructibihU of the powers of the soil 
to espHm the phenomenon of no-reiit land Modem writeis hate 
dioppod the use of the words original and trsdestriicUbJe , yet in their 
theoty also the artificially created power gets mixed up v ith original 
poweis and paitakes ot the nature of the latter , indostnictibihti 
"IS also assumed though not naturallx but through the use of the 
proper methods of fallowing, manuring and lotition andmixtireof 
crops (2) Eicaido based Ins lent theory only on differences m 
fertility, Ignoring those based on situation relative to the market, 
probably because Engl md is a small country whore situation did not 
make much diffeience Alodein theorv therefore speaks tf differences 
in pioductiveness of different glides of land based on difference? 
both m fertility and situation Howevei, this does not introduce any 
fundamental change in the tlieorx ,t onh takes into account the fact 
of the diffeience in situation explaining lent along with that in feiti- 
lity (3) American economist, Carer, says it is not the most fertile but 
rather the lighter soils lying neai the settlements of population that 
are cultivated first Eichei soils are horMei and require moie 
labour and capitalthan IS available m the early stages of settlement 
in a country These are taken up later as population grows and 
capital becomes more abundant This is probably truerofaner 
^country like America where the richest soils have 'been found to he 
much into the mteiioi Howexer, the modqm theory takes account 
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of this f.icb and sn\s fcbe most productive land lelative to feitility 
and situation is cultivated fust accoiding to cucunistances pievniJing in 
a coimtij in lespect of labom, capital and agricultmal methods 
knoivn to the people 4) Eicaido applied the theon only to soil 
or agiicultuial land It is oquallj applicable and is applied by 

modern viiteis to building sites, -witei falls and othei natuiil 
lesouices Thus it is that ^lai'shall speaks of rent as ‘income derived 
•fiom the ownership of land and othoi free gifts of nature while 
JRicaido defines it as poition of the produce of the earth foi the use 
of the soil’ "When the theory is e\tended to urban shop lents 
Avo find that the suiplus yielded hj shops is not largei pioduce hut 
larger piohts And of couise additional profit which constitutes 
lent 16 duo %eiy laigeh to higei turnover and highei puces 
that pier ail in bottei situated shops than m othei less favomahly 
■situated ones The concept of rent has also been applied to the 

exuiptional rewards of human beings possessing natural talent, whose 
supplies aie natuially limited like those of feitilo land, and e\en to 
, specialirod inachmeij and human skill whose supplies remain fi\od 
o\ei lelativoly long peiiods and whoso icw.irds aie therefore 
detoimmod tompoiaiilv at least m the same way as rent The 
fornioi IS called rent 0/ ability , the lattoi has been termed quasi-rent 
Those toinis hare been explained in detail later ^ 

The modern Theory of Rent 

Boaiing in mind the poculuirities of laud and the refinements 
^ of Eicaido’s theoi-> , factore doteimming rent mar now be explained 
as folio rvs — 

Land and othei nutmal gifts differ m thou pioductironess duo 
to d ffoioncos in feitilitr 01 situation 01 in both of fhoin Natuially 
the most pioductire land is taken up fust So long as the whole of the 
host land, supposed to possess equal adrantagos m lespecb of fertility 
and situation, is not exhausted cost of production of the pioduce per 
' maund is equal The puce of produce then ]ust covers this cost and land 
yields no siulilus 01 lent, foi if a puce highei than this cost is chaiged 
'Othei oquallj pioductive land is available foi incieasing output, and in- 
cioaso in output will lowei the price to the actual cost When, howerei, 
the rrhole of the best grade of land has been braught under the plough, 
additional output can only be raised it highei cost whethoi intensive 
-cultivation of the best land already cultirated 01 extensive cultivation 
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of tho le'is piodiictne land lyiUc; idL !■> le'^orted to 4nd now tho piico 
of all tho produce must nse eqn 1 to the highei cost mcuiied ou (he 
second gi ide hud, the fust gi tde liud w ill then ^ leld a suiplus o\ei cost 
of inoduction, winch IS lent \s popuhtion increases and pi ice uses 
f ud her, additional produce IS 1 used fiom still moio infenoi oi thud 
gi ide land and ba intensno cultn it ion of the first and second gi ido 
lind The cost of pioduction of this ulditionrl or marginal output rwos 
fuitliei ind equivalent use in the puce of pioduce becomes poimmenl 
And then tho second glide lind ilso begins to Meld i suiqilus, while 
the suiplus or rent yielded hv the lust gi idi land increases still friithei 
This piocess continues is more and more mfeiioi Irnd is bi ought under 
cultivation It mav be noted tint pi ice may rise above cost ereir while 
tho best qiialitv land is not e\h rusted But such use in tint case 
will onh be tempoi m, for idditioiial output will he pioduced at the 
same cost as befoia, nd the same puce proMously pie\ riling will be 
restored It is onlj when the additional output has to be roiised at 
a higher cost from infonoi Imd tint the rise in price becomes pornia 
uont or normal 


It ma'S re isoinblr be assumed that according to the puce pie- 
railing at anj time cultn rtiou will be pushed m both the inteusne 
riid os.tensno directions to the point of tho margin, that is, wheio price 
just cor ers the cost, including reasonable profit to the farmer as 
an organiser Thus theio will appeal two hinds of margins of 
oultiration as soon as the hist quality land is cvhaustod ^nd second 
guide land is brought uialei cultiralion In tho extonsirc direction 

there will ho tho cxfenstvc margin lepresontod hr tho rroist qualitr 


Imd in use, r\ hose output ]iist cor ers the cost of producliou This 
IS the marginal oi no rent land In tlio mtousiro dnectioii thoio is the 


into nice mfirgin of cultivation lepresented hr the lust or muginel 


dose ipphed to supeiior or su))ei-maiginil plots of land Such a dose 
IS tel mod marginal oi no rent dose EridonUr then the surplus 
01 rent yielded by any plat of superior land equals the produce 
raised on It minus ihc produce that can be raised at the margin— 
evtensne or intensir e— hy applying the same amount of laoour 
and capital as on the superior plot in question, nrospetirc of u'O'' 


' Jhc phrase ‘irrospcctne of are i” is significant It is possible foi 
a plot of one higha of fertile 1 ind to yield i surplus of sav, o niaunns 
orer cost of profluction mu foi r plot of fire bighas of pooi Imd to 
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TToio lent is '>0011 Ici bo tlio (jiuntifv of prodiKo 

Jts cisii 01 monoj oquualoiil will be its uniKot ^ iluc Kritnrtlly 
the leoio prcxliictnc the plot is duo to its {jroitei fcitilitj o’- 
bottoi situation, as. wmpuod to the iniMfjmul plots of lind, the 
Jiigboi will bo the suiplus yielded by it This suipliis 01 rent 
will ncciuo diicctly to the ownn of the plot is 1 suiplus o\er 
cost if bo IS 11 po isint pi-opnetoi cultnatmg bis own 1 ukI If ho lets 
it out to ii tenant runt will come to him in the sh ijie o! conti'sct rent 
tb it IS, p,ij inoiit made by tho tenant lu c ish or kinu Of coinso, the 
jiinount of sutli unitnici. lent nia\ not be c\uctl\ ciiiia! to flic surplus 
01 tiuo tconoinic lent, but uudoi conditions of free compel ition tho twn 
wall tend to bf equal E^'iit as v plus o\oi cost Molded 1 a a plot 
-of land iniy bo iiiturpn’tid m (eims of its inaigmil pK'due’Ajty which 
go^orns tho demand pneo foi its {iunodic,il use i’ht in iiginal plots 
yield no net product , llioy yield ]ust onoiigb to eomponsi.to Jabom 
and capital at rates pic\niling in occupations otbn t ii in igiiculture 
Sujienor jilots yield more thin fan romunoration to laiami and cipitil 
Tho surplus roproaonts then not maigmal piodncli\if\ ind dotonumes' 
then demand puce, that is the lent users are villing to offer Tins 
tleinund price, based on iiniginnl pioductnity fm illy settles lent in 
the aliscnco of supply price of land 

Corollaries The following corollaiios follow from tins theoiy' 
•of lent ( 1 ) 'Whon all the n\ailablo land has been brought 
under cultnation in a countiv' e\on the pooiosi liml will begin 
vO bo intensively cultivator! and to yiolJ a suiplus Eont yielded 
bv such I md h IS boon toi mod scfTrcrfy icnt Ml the supcnoi plots 
will then yield this suircitv lont, plus a iliffeicntnl rent vaiving with 
thou suponoiity ovoi tlio pooiost hrd now cultivated In such a 
«itunt on thei-o will exist no extensive maigin 01 no.iont land, hut thcio 
will still bo llic intensive uni gin in tho ciso of each grade of land 
Eent will then bo moasuicd fiom the inkiisive imigm that is, it will 
bo equal to tho quantitv 01 value of tho pioduce yioldol by a plot 

xield just enough to covei tho cost of pioduction Tho five bigha plot is 
then marginal land wielding no lent while the smallei one of one bigb.i 
Molds a lent of j iiinunds, 01 Es 25 per bigbi if the puce is assumed 
to bo Es 5 per inaund This is tiuo in piactico, small plots iieu 
cities yield very high lentf while Lu-jo cultivated areas that are pooi 
bring little 01 no lent 
20 
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minus tbe piocluce yielded at the lutonsivc niiigin -with the ipplicatiop 
of the same amount of laboui and capital ( 2 ' If all land is oquallj 
pioductiye, that is, if theie are no difteinces in fertility and situation 
tlieie y?ill be no rent so long is anj land leinains uncultivated But 
ylien the whole of it has been utilized ind increase in demand laises 
the piicv nboie cost, all the hnd will begin to bo intensively cultivated 
An intensne margin lepresented bj tbe maigiual dose on each farm 
will appen ind 11 land will begin to vield lent, which will however 
be equal It will be of the nature of scaicitj lent, there will be no 
diffeiential lent because no diffeiences in pioductiveness evist (3) 
Bent IS d rectly dependent upon the opeiation of the law of dimmish 
lug retuiuo If retuins were mcieasing oi even constant, all the 
p oduce needed by a country could be iiised on anyone acre of land 
Ihe lemaming land will then bo not needed foi cultivation and no rent 
can then arise Cost of production will mot at all use with increase n 
O' tput , it will actually fall or remain constant Pi'ce of the piodiico 
will also be affected similarly and no 'smplus or icnt will emeige Ihe 
price of produce uses with an inciease of demand for it because cost of 
tbe additional supply rises due to the operation of the law of dimmish 
mg returns Superior land then begins to yield rent becaiuse cost of 
production of the pioduce on such land is lower than price 

The them j mrj be explained ind illustraetd with the help of 
■X t^ble such as lollows * — 


Taole illustrating the tbeorj of rent 


Doses of Labour 
and Capital 

Yield in maimds of plots of land 
arranged in oider of 
pioductiveness 

applied 

A 

B 

C 

D 

E - 

iSt 

50 

40 

25 

20 

]0 

2nd 

> 

40 

25 

20 

10 

8 

3id 

25 

20 

10 

8 

} 

5 

4th 

20 

10 

8 

5 

2 

6th 

10 

8 

d 

2 

1 
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This table shows how letuins dimmish as we pioceod in tha 
extensive and intensive diiections of cultivation of diffeiing giades 
of land Supposing a dose of labour costs as much as 25 maunds ; 
then thiee doses vill be applied to A, two to Band one to C C 
will be the maiginal oi no-ient land This is the extensive maigin. 
The thud dose on A and the second does on B will bo the maigmil 
01 no-ient doses, each lepresenting the mtensi\e margin of cultivation,. 
The fiist two doses on A and the fiist dose on B will be supei-maigmal 
doses that will yield a surplus over cost oi lent The lent yielded by 
plot A will be equal to the total piodueed laised on it minus ■what 
can be raised by applying all the thiee doses at the margin, that is 
{(60 + 40 + 25) — (25X3)} = 40 maunds B will yield 40-1-25 — 25X2 = 
15 maunds Suppose that the puce is Es 4 per niaund and each 
dose of labour and capital costs Es 100 The margin of cultnation 
IS still the same, that is, 3 doses will be applied to A, 2 to B and 
1 to C G will 3 'ield no surplus, the surplus on A and B will be 
40 maunds and 16 maunds lespectivelj' while then monev rents will 
be Es IbO and Es 60 If now the price of the produce uses to Es 5 
per maund the margin of cultivation will fall, allowing one dose to be 
applied to D and one additional dose to each of the plots A, B and 0. 
D will now bo the marginal land while the rents of A and B will 
be increased to 65 and 25 maunds , G will begin to yield a rent of 
5 maunds In terms of money the rents of A, B and 0 will be 
Es 325 Es 125 and Es 25 A fall in price to Es 2/8 per maund 
will raise the margin of cultivation and lower rents G and D will 
go out of cultivation , only one dose will 
then be applied to B plot, which will become 
the marginal land A’s surplus or rent will 
be reduced to lO maunds, or Es 25 in terms of 
monej' 

.4 The emergence ind amount of rent may 

^ also be explained with the help of this diagram 

(1) Under extensive form of cnitivation Let A, B, G, D, E, F 

be the plots of land arranged in order of their productiveness By 
applying equal amount of labour and capital to each of them 
(represented by the blank portion of the rectangle in each case) the^" 
yield varying amopnts of produce P represents the marginal grade 
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otl.ncl^^hoso„ro.luco ]«st cono« the cost Others >u-hl i Bnrplus 
equal to the shwlod are i m c'lch c.ipo (2) bmlu uiluisne culhuilion 
M B C, D. Band F bo tho do>=cs of lahoui and c-ipit d upphea 
to one plot of land Thoc viold caicing letnniB T is iho nuipnal 
<10B0 th ,t ]ust covens its cost , all (ho icst % a Id a surplus equal to (he 
eluded poitions of tho icclinglo-. 
standing on them 

\ graphiuil figure hko this mac 
be used to explain emergence of 
lent under ictuel conditions, v hoio 
vaijing amounts of labour and capital 
arc applied to different grades of laid 

Here tho a irious gi.idos of lind 
descending order of productneness The quantities oflrboui and 
capitil applied to, and produce jicldcd be, them are i-opresouted along 
OY Tho line LN lepiosonls \aiying amounts of labour and capital > 
employed diminishing to tho minimum BN as v o reach the poorest 
and marginal gra<lo located at point B Tho lino BN marks off tha 
amount ofinaiginal doses of labour and capital applied toxanous grades, 
including the pooiost Olhei doses lepicscutcd hv the distance 
between PN and LN uc supci-mngm il, which xield a surplus 
tneasured by t!ie dist mco between tho hues LN nid MN For 
example, in the case oi tho gride of land located at A AL is 
marginal dose EF denotes supct marginal doses which yield a 
surplus equ il to FG The miugmal gi idc h ing at point B yields no 
surplus , onlv the ininiiuuni amount ol I ilioui and capital BN 'S 
applied, and this just corers tho cost of pioductiou 



Difft'ences in the Efficiency of the Farmers 

Ini this example, is m tho exposition of the theory of rent, d 
tssumed that all the fiuinois are of equal ability that is tho quantitx 
ol produce obtained by my of them on any pirticular giado of land 

witli a given imouut of labour ind capital is the same , or in other 

avoids, th it the cost of production per maund on any gi”ido o laud 
IS the Seme irrespoctno of tho individual fanner who cultivates it 
In piactice this is not so , produce per dose and thorefoie cost pi-' 
maund vfill differ from farmer to fanner cullnatmg equally good or 
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bad land according to diffeiences in their personal efficiency as -workers 
and organisers Howevei, the theory of rent is not vitiated by this fact 
We may assume for the theory that each farmer is of average 
efficiency, or that the more efficient farmers get a surplus income o'ser 
their average or marginal competitors according to the degree of their 
superior efficiency This suiplus of super marginal farmers is separate, 
from the suiplus yielded bj super-marginal giades of land, -which 
ooes to the landlords The foianer accrues to the tenants , in fact even 

O 

the tenant of the marginal land mav secure this in so far as he is 
more efficient than another competitor who also cultivates the same- 
marginal grade of land For example, we see that the marginal 
farmer produces 25 maunds -with one dose of labour and capital on th& 
marginal plot C according to the piecedmg table when the monej cosh 
of one dose is Es 100 and the puce of the produce Es 4 per maund. 
It IS possible that a moie efficient farmer may be able to produce? 
27 maunds with a dose or produce 25 maunds with four-fifths of a. 
dose In either case his cost will be less than Es 4 per maund, 
which IS the cost of the marginal or least efficient farmer and wuioh 
governs the price in the nnrket But the extra income thus emeigmg 
will not go to the landlord but accrue to the more efficient farmer 
as the reni c} fits abtluy, explained later in this chapter Similarly, 
if the farmer of margin il ability produces 65 maunds wffh two- 
doses applied on prot B a moie efficient one miy produce 70 and pockefe 
the extra 5 maunds or its monej value as his own rent of ability 

The Pent of Natural Agents other than Agr.tultural Land. 

The tbeorj of lent vei^ largely apples to otbei natural agents 

Urban Site Rents In so far as rents of shops and houses are 
true economic lonts based cn their s’tuatious, and not interest on. 
capital invested m the buildmgs or charge lor their deprecation, they 
are gorerned like tlm rents of agricultural land The only diffeienco is 
that site rents aio i. ,ced on differences of situation while agricultural 
rents usually rest on differences in both fer-tility and situation In 
fact wo mvy conceive of a shop oi house, situated in an out of the wa^^ 
place, paying onlv inteiest on capital invested m the building and a, 
charge for depreciation rnd no ground or economic rent as such The 
plot on wh'ch such a buildmg stands is then marginal or no rent 
land The landlord is heie content with interest on capital Locause 



(L) Mshcnes Fishing groumls v.hic1i iiro nt a gro 't dmt I'M 
from the marl et i>ml ovhorc fish w thinh spread nipv ^lohljust 
enough lo compensite hbour lud c.ipital omploaeil in fishing 
Those are m .rgmi'l ones Other fisheries avhith are nohor a I'lcl r 
Ivrgor catch , those tlial lie nearer cost less in tnnsporfing the catch to 
the market Both are super.mnrgm il and aioltl n surplus oaer cost 
including interest, w iges and profits Such surplus is rent that 
avill tccruo to their oianore IJoro also rent emerges through 
the operation of the law of dnnmiBhirig retnins Increased, 
rlemiurd and rise in price of fish will compel resort to intensive catch 
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in iich fishorios oi to oxtensive oporations in moie distant ones -wheie 
■costs aio higher Else in piico will cover these higher costs Better, 
■situated and iichei fishing grounds will then ^leld a sui-plus because 
costs are lower 

(8) Mines and natural forests also yield a surplus oi lont 
■accofding as one mine or foiest is iichei oi nearei than anothei mine 
■01 forest thit is at the niaigin But there is one important difiference 
between agiicultuial land and fishoi os on the one hand and mines 
and foiostb on the othoi llio Littoi are exhaustible and theie- 
foro no mine oi forest owner will poihaps allow exploitation 
without some chaige This minimum charge ma\ be levied in 
the shape nf a ro\aItj oi so much pei ton of mineral extracted and 
so much ))H 100 cubic feet of timber oi wood lemoved Pajment 
■of such a charge being compulsoiv, it will foiman element of cost 
■determining pi ces of the niineiil and timboi It is theiefoie not 
economic lent But costs pei uii't will bo Lss m mines and 
foiests wh ch uo iichei oi which re situated neaier the market 
than in those that aie pooioi and more distant ones The piicbs 
will then io dotoimined b\ the costs incuuod m the lattoi, the 
former will Yield suiplusos, which aie diffoieutial lents based on their 
supeiioritj over the pooerest muse Here also maigins of exploitation 
fall and net md lents incioaso and decioise with rise and fall in the 
■puces of pui mco Thus dm mg the last wai poorer coal mines and the 
name inaco’s-s^blo souices of timbei and fuel began to be tapped in 
India and ofchci couutiies as prices of coal and timber rose to make such 
tapping ecomoiiiK illy profitable 

% 

Rent and i nee. 

Pi'om the rlieoiy of rent it follows that rent of land does 
mot (detenu ii'i hut_ is itself detoi mined by, puce of the produce 
iruling m market Puce of the pioduce, like the puces of other 
goods, tend' lo ogual the cost of its production And the cost of 
production that coveins the puce m this way is the cost at the margin, 
where thuu is no surplus or rent Superior grades of land yield a 
suiplus 1 CL use the cost of pioducng x unit of produce on them is 
lower than t.h it on the marginal land or dose, while the price of their 
produce is the same as that of the pioduce of the marginal land Rent 
rs thus clearly seen to be an element that does not enter into the cost 
of pioduction which deteimmes jn ce 
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iIoieo\ei, e\en if lindlorcls is a class lemitted lents, the piice of 
the pioduce amH not fill The cost of pioduction it the inaigm— inten 
sue as well is extensne— will lomam the same as befoie lemission, for 
the marginal Imd Melds no lent and will not benefit fiom such le 
mission of rents Supposing this cost at the maigin, or maiginal cost, 
which determines puce is Rs 10 pei inaund before i emission It will 
remain Es 10 aftei lemission and the puce must still be Es lOper 
miund foi the oultnation of the mngmal land to continue The effect 
of the remission of rents by landloids will onlj be that the surplus 
Mcldeu by supei inaigind grides of land will continue as before, but it 
w'll acciue to the tenants instead of going to their landloids 

But lent of hnd is ceitainly deteimmed b\ tlie puce of its produce 
It this piice uses due to an inciei^e in demand and cost of pioduction 
lemains the s line, the sm plus ovei cost inelded b^ land will increase 
and it will icciuo to peasant piopiietors directh and to idle zemindars 
by a use in contiact lonts through competition among tenants In fact 
c\en the maiginil lind will begin to yield a suiplus oi lent m such a 
c,ise It will also become piofitable to cultivate pooiei soils wheie costs 
aie higher The maigm of culnation will thus fall and lents will use 
Again when pi ice falls due to a deciease in the demand foi pioduco 
md costs leuiam as hefoie the surplus oi rent yielded by all glades of 
Imd will go down It is also certain that poorei giades of land whole 
costs arc mghci than the new price, will go on*- of cultivation, while 
some of the less supei loi giadts will become maigmal land In techni 
cil language wo call this i use m the maigin of cultivation The fall 
in lents w th a nil iii the puce lud use m lents with a rise in the 
puce of the pioduco aie economic phenomena of frequent occunelice, 
foince the wai staited in l‘)39 prices of agricultinal pioduce have iison 
inaui times while co^ts have not mcieasod to the same extent, the 
result IS that sui-pluB 3 leldcd by hnrl has mcionsed gieatlv If rents 
p lid by ten ints to the /omindais have not mcioased m India it is- 
because /emmdai-s aic as i rule not allowed to eject tenants oi 
enhance lonts > 

This lol non between rent and price ipplus oqnallj well to site 
lents, 01 louts ol houses and shops, to the extent th it the> are economic, 
i-cnts High ii-nts are paid for shops in good localities bocauso it is- 
possible to enu highci profits thcic than in shops situ itcd in out of tbu 
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waj' places or bylanes of a to\vn bv apply fng the same amount oC 
labour and capital Suppose two biotbeis start a general merchants 
shop rn NLubasta, an outlying Mohalla of Agra, investing Es 1000 in it 
and make a net profit of Es oOO a vear Suppose again that they expect 
to make a net profit of Es 1000 a year in a Kinari Bazar shop with 
the same amount of capital Then thov will naturallv be willing to offer 
for tire Kinari Bazar shop an annual rent which is greater Ly Es 500’ 
than the annual rent paid for the shop in Naubasta They -will not 
be worse off, and may rctually undertake the change in the hope of a 
largSr incioase m profits in the future m the better locality Supposing 
the shop lent m Naubasta was Es 100 per year and it consisted 
r\liolly L f interest on the capital invested m the building and a charge 
for its dipieciation Then the whole of the excess of Es 400 yielded 
ba the shop in Kinan Baza is economic rent aiismg from situation 

Now the higher lent of the Kmaii Bazar shop is explained by 
higher pioht it yields The highei piofit itself may be due either (a) 
-'•'to the higher prices that can be charged from the more fashionable 
01 wealthier customers thit do then shopping tlieie or (b) to the 
highei tuinOrei or sales that are ]ossible there than in Naubasta , or 
it max be due to bcth of these factors In any case, higher prices, if 
charged ur Kinai Bazar, are not duo to high lents, it is the opportunitj 
of cbaignir, higher prices that induces the tenants to rli^ higher 
rents The same leasoniiig applies to higher rents of houses in more 
convenient or fashionable localities The\ are offered because of 
greater convenience or satisfaction of ran’tv, botli of -Rhich hare then 
economic or monej ralue 

E CM CO s st itement that corn is not high because a rent is paid,, 
but a rent j > paid because corn is High” is Iirgelj true The same 
ider IS expiosbed bv saying “rent is not a price.deteiminmg but a piice- 
detcim nec nu mtilv”, or that “rent is the result and not cause of the 
price U reison which confiims this conclusion is the fret 
that intoie on cairital, rrages to labour and fan profit oi reward to 
the ontorpi ';jr must be paid to cill forth then supplies, rent is not 
at all ncctosar^ for the supply of land to exist The former three 
items no therefore essential elements in the cost that pi ce must 
Corel , rent is not such an element It arises because pnice obtained 
IS higher th n cost 
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Some apparent Exceptions 

In CGitain cases rent em to iffct* pi ice, but a little ref!ec*^ioa 

shows that this IS onlj i]iji ' tndnolrcitl (1) It is sj.id that lent 

IS paid bv the tenant out ' ■ puce reilirod for the produce vnd is 
thoieforc included in tl or c vpen^es incmred b 3 him This 

IS no doubt true but lent , 1 bit i does not ruse the marhet pnee 

of the pioduce It is bn. ' e pnto is high due to marlet dom'"r'(l 
and the high cost at the i>i _ 1,0 h<> cvn and h is to pay the rent 

(2) Some lont is usuaih . lie chait,e(l in India, md perhaps in 

other countries, foi eich c he pooicst Inid leiscd out to team's 
Thai e IS no uo- rent lard ^'cuct Niitui*ally then the price of 

the produce must he i* ha this nniiinnim lent coiiipul'o'alv 

levied bv the state or uclloid Now so far as such rent is 

levied hy the state on e t i the pooiest land, as in the Cnitcd 

Provinces, it is a hix iin i ,, ind a"; a t"'^ it v ill raise p’icc of the 

produce to the extent it >. i ufted to the consumeis here the 
-charge IS not compulsoM s the rent paid for the pooiest land 
IS onH appiient and tioi t u When i number of plots ol ^araing 
fertility '•re lea«ed out i ‘ i i umfoiin rite of lent jwr biglu m-' 
be agreed upon But tb lo i nt p ulisdue to the surpKs vielded 
bv the more fertile aci , ihc pooiest acres -at the miirgm are 
lealh no-rent acies and b i > be taken at am rent if leased cut 
-separateh 4s a mitt i i ct, it is not uncommon io iiud ca=es 
where landlords actually a,, foi i nuinbor of a » its poor infertile 

tricts hing idle either n ‘ n nt oi at i nominal lent in the hope 
of their becoming rent pi' ij m the futuie 

(3) 4Miere the 1 indl'ud i^; i monopolist ind puls a compulson 
lew of rent on the pu i » s 1 nd, the charge is in the Uiture of 
monopolj price for the a 1 if,d , it is not economic lont Bat tbe 
idditional rents yielded b\ ic « , and bettor situated grades of I’nii 
im sui pluses over costs o, pi iduction, which here include the 
minimum levi Soch I'l-l lents are economic lents , they do 

not determine, bm are .{ i.i ned hy, price (4) Wlierc a plot of 
land bears a certtim annu 1 ei . -n ore ttse say, for raising of market 
ciops like vegetables ne ' i city it will bare to pay that rent if 
transferred to another use s \ , lora dairv, whore it mav be rt the 
mar gm and yield no surplus o\ Cl cost Then such rent will nise the 
pirices, it IS said, of the duw prodnee —milk and butter Put the 
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argiinioiit is fnllacious Tho ii oio f cf. that the piopriotor of the chiirj 
'has ngieod to piy lort foi such « plot chows that tho prices of d<iu\ 
Tpioclucts lire high enough to mako tho pa’s mont of rent possible Surely, 
the nclditional supplj of tho produce fioni his now diiry will lowei 
rathoi than ruse tho pi ice of such pioduco, othoi conditions lomaining 
the 5amo 

"Wider Application of the Theory of Rent. 

As h.is been indic,ilod bofoio, tho thoon of lent m.tj bo extended 
to explain earnings of nn 3 fnctoi, vhoss sut>i>ly hafifiens to be fixed 
Bee uiso w hoi oa or tho supply of n fictoi boconio fixed nn increase m 
■demand will laiso romunoration nboco its normtl revard , a icduction 
m demand will lower the icwnrd below noimal This is also liue of 
•goods and "eivicos The prices of goods with fixed supply rise and 
fall w ith inci ease and decrease in donmnd But as the benefit cf a 
rise and loss of a fall in then p"ce6 acciuo diioctly to their owneis 
tis an incunso oi dimnuitioi' n tho lattoi s einiin'S, thothooix of 
lent is appl od to tho pi'ccs oi row irds of the factois of pioduction 
nthoi than to the prices of goods tho> pioduce 

Fixitx of sujiplj max ho oi oiih lcmt>orary Vthoie 

It IS peiinanont, as in tho case of land, rent thooiv has enduring 
ipplication Whore supplv is oulj toinpoiarily fixed, as m the case 
of spooiali/cd forms of capital ofjuipmont ind human skill, oirnings 
are determined accoi ding to lent ihoorx foi the period fixity of supply 
lasts Earnings of fictors wlese supply is pormanontrv fixed are 
rent proiioi , rewards of iici.iu \»hoso supply is only tomponuih 
fi'od ha\o been termed qnn\' I'nts hj Dr Miii-shall In rent proper 
x\o find two tx'pcs (1) Boiit <•( land, whioli has alicadx boon dealt 
with, (2) Bent of abilitj , v Inch denotes rewards of inborn talent 
AS Inch IS I’so limited bj natu'o (Juasnient accrues to spooiali/od forms 
of capital and liboui 

> Rent of Ability Like ‘-un mo of land mines and other natural 
agents tho supjily of nalunloi mboin talent is limited It is not 
possible to increase oi reduce the unount of lind surface, nor is it 
5 'ot possible for human effort i i increase and todneo natural abilities 
of human homgs Geniuses, d is said, are hour not made To tho 
•extent that tho supply of abilux can La contiolled bj application of 
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ougLiiics and of cduciifion xnd lochnicjtl ti lining human shill 

7) irt ikoi of the nntmo of cipital ind not 1 ind Them like land, tutuml 
ihitit% or talent IS found m ,• \oj\ wide dtfTciing hotli m 

degree and kind Some 1 md in i Mlhgo is most suited for vrhod some 
mas bo fit foi J)^dd^ ouh E\en tho icies fit for grov th of ])adtlj 
differ in then foitilty Snnil ulv some nidu duals are good it mental 
soil, othois -"t jobs lequiiing manu U desti i!t\ Some dodorf are 
good pin SI cn ns others ire good sui-ge un \raong surg'*ons thoie 
no innumenb'e gnd itions os u'gii U si ill Xoi\ the wors* 
suigoon, 1 ho soldoi 1 succoeds m an opnition pewnpo mokes a 
luma, so doas liie !o 1st eff'cejil shop I copei ind itianu il ’■orler^ 
0th' I'S 01 then diss excel ind nv>n 1 rt«'T rowonls, s^’hother tbov 
i.ork indoppudontK or foi m •gc'- unit ' m cmp’ojoi v,ho is a 
good judge of nb ht\ Ixom ti e o'l p ion h' li <g!i ili\ nds m ‘he more 
skilled surgeons business m in pci's md t ‘ eted 1 iboiirers ii'cstirph’ses 
and leil rents Like ibe lent of land thej no niu 1 ,u ed horn the 
lew nds of the mnginiloi leist efiici.iit units of then kind Then) 
IS, hoiaoier, one difftioncc Thom igm ' lind \*eldsno lent , bid no 
hunun being Ciiii wuk it e,o rimmeiii rn though of couiso there 
lie instances where flow ci-s of humon t''.' 'll 'iv thui unsc n Hot. 
eioi, rent of ihilitv persists Id e the rent i> 'ind bcciius'i cvceiilionalh 
foitilo land and hi ims uc both 1 nuted h\ n tiiro 

There is inothoi 1 aniies^ bitvt 1 the two llenf of 1 md i-s 
wt h ue seen, dots nut determine pi me (• s profluco, hut is do‘or 
mined bi such price The s imc s 1 ugen , : c 01 rent of obilito The 
least ofTicient busmossiiion or stii^oou, > 1 o^o soivico is roquiied b' 
socicti according to tlie loluino of its dcimi," detenninos tho market 
lolue of such stiwice Ifoshoomakei t'k<s two dais to prop ire i 
pall of siloes, bccoiise his h nd and bi ,11 mo both slow, ond must 
he poid Es 2 0 day, ti u cost of shoes of the txpo ho makes contains 
Es 4 OB wages jilustho cost of mitcinls n d other nocessarv expenses 
And the br’co in the miiket must be c-nch as ‘o coiei th s cost or else 
ho will guo up shoe making Then tli a'o whose moro alert broms 
and hands eniblu them to complete tho whole piocess in one dax woH 
eoin Es 4 adiy The extra ooiniugs of Es 2 pei dox oiorentof 
ability This sum of Es 2 does not dotonnino tha piito of shoes in the 
maiket It comes to them Lccbuse then ijal costs m terms of hibour 
day s aie lower th ,11 those of tho marginal shoe-makers So is the cas® 
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o\paiiencGd tGohn'cnus workin^ \sithout yes as apprentices m lh& 
hope of being put on salai led bisis latci Tho% tlien lepieseut tiuly 
rniuginil ^^orkelS dining the peiiod of wigekss appientictship 

Yie find ships 'ictinlK ^ eldins \oi\ IimIi inofits durme i wai 
beciuse their supplies cmnot la incu^asad fulh to meet the muoasac 
demand foi shipping space In a piokmgc 1 ptiiod of tude depiession 
such IS that espeiienccd fioin onwnrls \iolds of some kinds o! 

ships may, on the othei hand lall below /uo Then supplies au 
not icduced because thei take long k wear out and ownei-s mai keep 
them in sen ice in the hope oi leconn ng the losses with the letum 
oi bettei times Sirnilai is the etse i itb w yes iml salines of Inghlv 
skilled technicians, \iho take i l<>u_, time to ’cjune the necessaiv 
tiammg Their munbei cannot be incitised foi i eais to meet iullj 
the increised demand foi thp r sei rices ■'nd in lesponsc to high rates 
of lemuneration Nor cm thi i supplies bo loduced soon ifter demand 
falls off and i ites of wages md salanes go dor\n They hare to 
content themselres rrith lelitirelr veiw lorr mges Of couree, forr 
voungmen wnl then take up the tiainmg until supplr is leduood 
sufficiently to make the lates lemuneiatire once again So fai lent 
pioperand earnings of capital and laboin aie seen to bo laigelv 
similar 

33ut here the losemblince between land on the one band, and 
specialired capital and hum in labour on the other ends So does the 
likeness hetrveen lont md quasi-ient, oi oainings of specialized cipitaL 
ind acquired skill Piistly, the fixitj of supply of Imd and natmak 
talent is enduimg and not capable of vaiiation fir human en. 
dearom niespeotive of changes in the rates of their rerrards , that 
of machines and technical skill is after all tompioiarv , their 
supplr does incieise and deciease with use and fall in their 
rates of lemimeiation m comse of time Secondly, capital and skill 
both hare a normal late of lerrard, deteimined costs of saving and 
risking capital and acquiimg the lequued standaid of technical ability 
iVo-i en/ machmeij cannot last long much less no wage technician 
These two factois must earn the normal lates of lewaid if then sup- 
plies are to continue Thus, orei longer periods these rates must stane 
at i certain arei ige lerel md the puces oi their products must he 
such as to r leld these lates Tioin the longer pienod point of view they 
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thus cloieimiue, and aie not dotoimiu'^d by, prices Being largely 
of tJie ratine of rents from the point of ijOu of shoit peiiods, but not 
so if a longei mow is taken, tliej h i\c bj>m toimed quasi-ionts ’’ 

Factors Affecting Rents 

Bents die laised and loweiod by ceitam economic factois bs 
then influence oier puces of agiicultuial jnoduce It is oiident that 
anj c nine that increases the demand ioi produce and lasies its puce 
will luiso lonts, and Mce veisa , .ilsi any cause that increases 
pioductniti' of a paiticulai tiact oi l\pe of soils, will laise lents in 
such tidcts 01 of such soils bj incieasing then Buipluses ovei costs of 
piodiiction The moio important of thosi- factois aio — 

( ) Changes 1(1 populatton An nciease in populition othei 
tlnncs being equal, inci eases the demand toi, and raises the price of, 
till iiioduco and therefoic ruses lont 4 deciease in population, if it 
took I lace, say.thiough war, disease o’ < irrgi ition, will of couise lower 
pi icoo of agricultural commod'tios and n uerals ind rents of land and 
mines Population of the world has n > 'eased rapidh in lecont times, 
and rents have tended to rise continuoii 

( 2 ) Improvements in the methjds of cultivation Introduction 
of better seed, manure and implements and cheaper sources of 
irrigation, like canals and tube- wells, ir i oases the yield pei acre In a 
Yen real sense it checks the tondonci t) dimmish mg rotruns obtained 
from nature’s gifts and to inci easing cost! of their production Natu- 
rally such improvements m the arts of 'giiculturo, mining and forestry 
keep down in ices and rents Margin oi cultivation is prevented from 
falling, if it IS not actually raised by them, and to that extent surpluses 
yielded by supeiioi giades of land are kept down Similir effect is pro- 
duced on surpluses or rents of more pi od active soils and mines in so far 
IS improved methods benefit poorer ti pos of natural resources more 
than tba richer ones, for they reduce the differences m then yields 
Thus price of sugar aBd rent of land suited to the growth of sugar- 
cane in particular and of other varieties in general, might have risen 
much higher in India had not the lelatnoly heavy.yieldmg varieties 

''^Ilewards of factois other th in land thus pai take of the natuie 
of lent and prove Marshall’s statement “even the rent of land is seeni 
not as a thing by itself, but as the leading species of a largo genus ” 
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of coimbatoio c mes beon inlimliKed Tiie cost of older \ srielies jiet 
maund was liighoi , so would hiAc boon the pi ico of sugar msnu 
factuied from thorn Extension o '^ugaicane cultt\ation to poorar 
and pomei soils would line icw ntu 'ted tho situation Bent of land 
deaoted to otboi ciops would also in t iisen 

(3) Itnp'ovemenfs in the Methods of Transport. These hare a 
xaiicd effect on lonts Thoj lowt' rents as i wholo, m so fni as tlier 
Tiling pioduce of totilh macces'^ble ind nncxploitcd areas to tho 
inhabited tricts, and lower its piice thioughout the w’orld Bents fall 
m the okici countries ns pi tees aie biought down b> imports from 
now eountiies whciQ costs iio lowei Tho costs of transport are of 
couise tbenisohes reduced mmh b\ the now tvpos of trinsport But 
rents in new countries and backw.ird and inaccessible parts of old 
countiies ire raised in sofu as lowei costs of transport extend the 
maikets tor then pioduce and laise its price Thus tho introduction 
of tho Railways md tho steamship Ins lowcied rents in Europe 
and i-aised tliom in new countiios like Australia Canada and 
the United States of Amoiici, and c\an in an old conntiy 1'!'®' 
India, whose pioduce finds a good market bocanse of those i® 
piorements It is a matter of common observation that prices 
of agiicultural md dauy pioducts an<’ rents rise m rural areas 
connected to a cit\ liv anew lailw i\ line oi met illod roid, vhile the 
rents of land used foi maiket ..tidci’iiij, md raising of milk md other 
perishable goods ncai the cita i 11 oecnise similar goods fioni the 
newly opened aiea Hood the city maikot and lower thou own 
puces 

(4) Social progress societx progresses in industrialisation 

and wealth, and as the standaid oj living of tho peojile rises, vvants 
multiply and the means to satisfy the u increased Increased domrnd 
for pioducts of tho earth lesults in higher prices of mwpro 
duce and rising lonts acciuing to landowners except to tho extent - 
that they aie kipt down bv impiovements m the arts of extraction 
and means ot tianspoit The efiect of social changes as a whole 
and of continuous incioase m populrtion, is to raise prices and rents 

Unearned Increment 

This continuous increase m rents resulting from social changes 
has been termed unearned increment It ,8 irnearned rn the sen«5 
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that It occurs withouf; any effort on the part of landlords If the 
•jneld of land is increased or costs of production are reduced by the 
investment of capital m irrigation and othei rrorks, or by the in- 
troduction of better methods of ciiltnation bj the landlord, the 
Tesulting sm’plus is earned by him It lepiesents income coming 
tb him as due yield of capital invested bj him and lervard of 
«iipeiioi oigani^jing ability Such surplus is evidentlj^ not rent 
But that arismg from compulsory resort to poorer soils as popula- 
tion increases, and from improvement of transport and introduction 
■of canals bj the state, is rent that is unearned 

Naturrllj then there have appeared schools of thought , typified 
Iby socialism, which adrocate appropriation of this increment bjrthe 
■state for the benefit of the people in general There is some 
■real justification for the state taking orer such mci'ement , the landlord 
has no ground for complaint in so far as it is not duo to his efforts t 
I^or will such appropriation or confiscation discourage private 
efforts because it does not depend upon such efforts It will continue, 
to grow automatically ^ 

Howerer, there are certain difficulties in the way (1) It is' 
difficult to separate unearned from earned increment, and appropria. 
tion may di'scounga efforts that are necessarj foi increase in earned 
increment in the interest both of the landlord and society (2) 
'Secondly, as land IS constantly changing hands, and as e\pectation of 
imoarned'increment is vei 3 ' general, the purchaser of land often pays 
to the seller a price that is based not on its existing yield but also on 
the increase anticipated m the future E\ idently then it will he ' 
unjust to the purchaser to deprive him of an inciement in rent loi 
•which he has paid 

"Where, howerei, the unearned rnciement is obvious, as in tne 
case of yalues of urban houses and shops consequent on provision of 
better roads, street lighting and other amenities b-j municipal bodies, 
or improvement trusts, it is appropriated wholly or partly in the 
shape of increase in house tax and -water late or special monetary 
assesments Even in the case of igiicultrual and mine rents 
appropriation of inciements will become less unjustifiable if ftituio 

^policy of the state is once declared This will make the future purclta- 

2 1 ^ - 1^1 
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reis «{ liuid ’ of tliifi, null priu' o* Kt i n'jH Uioit ho hKoiI ouK tnj 
o\i';t!n£' j lol !• Jn toureo of * me Si u> um nt tm l)fniod to htuthl. 
J51T itH fmu ‘ ' couico If uill ir< u i i oniluilton not i»f line 

itself hul 01 t 111 tnicd men monls 

Cnpifit'iJin'ion of Renis 'Wi o i Oj ur>u h”tu< cn rent md 

piiKoflu < 1 ut m it- iwi iMii 1.1 ^ .hi 111* Ibt pnc) ptiid far 

it= 11=0 fo ' I’hi pueo oflmdr its I’pit'l \ lu-' Aliich o, 

houever, 1 1 I ' ii =eil on tlic 'uituii! v. hi n< uni Prue o! un\ 

plot of Innil ' up til rihio of it- n’t tipdil/. .1 it the nto 

of nitert-t , sesMedhj cpldm.i 'sum otln r lit ids eqm 'ly 
uito 01 ns! 1. if liuostnion* in (i.utinnunt i)ontl= ni'd iu 1 inJ 

. 0 snppo ■ 1 eqi ill. sif-. lid I* ii'j (oimil \hilds 1 % pjr 

nnuni, t! i ; ' \aUic of a plot uliieh \ 'oh's Pe J i ‘i eo'! uill Im 

11 - 100 ill ' s lOO honii and hu plo' iMtsj/tii • of nit a i*"!!! 

huecqiiilN. \notlier plot Mesim? fU l'> e.ill iiuc le'lus 
of Es lOOU, n. ‘■u ou Nom lillierit. <u uitc'isi j loldeu hy 
Hies to b%, ti 111 ICO 01 laud i^iU be ItiUon , unti il such a nte falls 
to (I'l c pitd%niuc=of hud will be anubkd Thifi appliosin 
practice 'i I ' O' tent tint uutds of ii'-biu piojwitics It iC 
moroasco n ' , ud =uico the tiiti n' th* Wiii mspilo of coinrolSf 
tlioii capit 11 lui a line also uroi S- uuuia’ louta fail lat-ar, prices 
of urbm prop it'cs sill alFo f;o du\ n Lliu is ulnl hi ppaued during 
and aftci \\oiid\\irI 'J lio -itint on in logard to Ueinmd(jns cr 
agiiculhird l.u ' and mines is siouhi Puces of Zeminii^ri hud in the 
U P huae not i sen dining the War bosiu=o rents lm\e retnamed sta- 
tionary Clue to to I'ncy Inus Mow theso piiccs hn\o, in fact, gone doavn 
gieatlv duo III J . decln-cd policy of the goaa 3 nimDnt to nationalize 
hud NdiH 'u t'lo pi ICO offerud foi nu o=lat'' aaill now tend to 
eqinl tho con p isition pi\ ihle foi it hv the govcrninont iccoid’Dg 
to the .-ppu'M 1 scales In so fu is kI Inch 1 ighoi rates of 
Loaiponsat 1011 puablo to stnillei ost tes with lower itinual vields. 
the capital vil i' s of these, in lolalion to i-oul=, will bo highei thanm. 
the case of bic^ei estates 

Does the Theory of Rent apply Jn practice ? 

How .11 1 ■ c actual rents yielded by vaiioiis grades of laud in- 
V country' eqii d to the suiplus yielded by them OTor the marginal 
land , and does marginal land exist as implied in the theory of rent ? 
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To fcalvo the lattei part of the questjon first, it may he noted that noit 
onh marginal or np-ient land but even sub-maiginal land exists nr 
India, as evidenced by some of the less fciiile and inaccessible 
oultiiable areas lying idle These aie now being opened up 
bv the state and piirate agencies unJci the giow moie food campaign , 
then opening up is being made economically possible because of 
scarcity of produce and unprecedentedly high prices that are prer ail- 
ing This confirms how use in puce lowers the margin of cultivation 
to less, productive soils It has already' been indicated how the- 
existence of no rent land may be obscured bv fixation of a lump sum 
as rent for a farm containing a mixture of good and bad land Bven> 
when all land in an old countiy' with dense population,, such as 
England or China, has been brought under cultiration, and each, 
acre hears some rent according to the prerailmg price for produce^ 
we do have the tnienstve viargtn from which rent as a surplus ought 
to he estimated Eor such countries no rent land niaa exist im 
a foreign countiy, which ought to be included in the extensne maikefr 
for agricultural produce 

Turning now to the first pare of the question posed in the 
previous paiagiaph there can bo little doubt that the whole of the 
surplus or economic rent yielded bx' super. marginal grades of land 
accrues to the owners xvho are peasant proprietors, that is, who 
cultn ite their land by theiusehes Of course, part of the surplus 
over cost may' be due to then superior ability and comes to them as 
rent, not of land but, of ability' 

The situation becomes a little complicated -where Irnd is let out 
to tenants oil contract rents These equal economic rents only so far 
as conditions of free competition, assumed m rent and other economic 
theories, are fulfilled To the extent that competing landowners and 
tenants m a region hare full knowledge of the surpluses xielded by 
various grades of land at prevailing prices and costs of cultn ation, 
and are able and willing to take the fullest advnitage of such 
knowledge and prex ailing conditions, economic rents will tend to 
approximate closely to the actual surpluses But if knowledge of the 
extent of sur-plus is lacking in uither of the two parties, and if 
competition is obstructed by custom, sentiment or legal bars, contract 
rents may differ from true economic rents In some, perhaps many , 
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CULT'S T 1 millonl inrtV ho %Mllin ; to Jcr. i lorer thin <*-110 ltd' 
tu'aii';' ofustomtij low i ife^ l)r{'%.ilji, i» ll.i' Jlocnli'a , or 1 
lio w inlv fo Ijp ncrou'i ton !i<h h‘ t mots On (lit o*b- 1 hpr”! 

■toni‘5 ‘h ni \ liL \ iil)nf^topi\ li!j’h< i ihui t!in‘ n 'U<> hcc-Uifp th j 

I'll iv-t icnotl to thtir luic sli'l f.u .« o'- to the lo( ii!t\ ns \lsfl> 'uoh 
1 sni^ lit' ‘lit ii 'ted or h'x IS «(> till hi p no ot'.i 1 iilu rn nnijlii). 
iron! I'.irli' g n "Hi th 11 'slint tin \ oht s,'i on thoir firm' n= n* itiinert 
tion of thtii ! i o.n I'l'il c pt i icoitc'' 'lo thi, I'l^t 

conlifict u ni'' o't-Li'l t! t f’tic luiilti'-' , Ut\ till o'l ii 0 lua 1 n 

tin, ton ait's ano loi t'l tlu'u iniii'i !•>(*{ hi. ni,' Th"' i*! i,?lle'i 
rettfti S Ho tin till ri» 1 \)ri< nc > of tin ioic s ot ifpiorain,-’ a 1 
ni,t!i of c s'-ti m anJ 'Sanliii out pio^ioc noK iln spiyinr'i f, ctn 1 ti-o 
'oici. O’ cotnpi'l't on intro I'liiph ftui'viii' m jn^; holli luinlio fl"- lOiJ 
tenants Bui'’*; 'c, '’lull spi prcHintK, JiA tlooi ntorfo'-o ns tne 
fi'^ntton of lOnts m Inn' i mnl («Ktwl>i t, isu-^lK ni fsionro. 'bi 
fonnnt'i 

Agricultural Rents In India 

In the Unilod ProMnoos ind iTioi;t 01 tne other Pro.nrcts 

mifl States of India thoro cxiat ton int\ 1 1 ' s. 1 liioh m'’b« t thj 

rcsponsibilita of Uio stilo to fi/ lonta par.odicallj for ponods cf 
30 to 10 apirs 'ibis poriodicnl dxalion of rents is tonnod a rent 
and i-cvcnue sct/iffHcn/ Such rents then tend to p-aiMul, irresi«c*ivo 
01 changes in snri)lu''os 01 tme lerits umsequent on fluctu.it'ons in 
prices of the p’oduce betiein tin d ilo of one sett louient ind the 
iiei.t /eniindars arc not allowed to eject ten mts or to onhiucc rent* 
etcopt foi aci\ ppecul reacons and tint oiih ba application fo. 
and decision of, > Eeaenuo Court len'-nts arc alio ed to rohngu’sb 
tenancj .ind also to appl\ for 101100*^1011 of lort on certain spechied 
grounds 

The piinciplts on \vhich lonls mo faaed at the time of euh 
peiiodiuil settlement ii-e (l) Ij.ind m cich ciiclc of ■ distiict is classitieA 
into I'lious grades accoiding lo .ts fcrtilita, based on toature aiul 

composition, ficilitios of iujg.il]OD HI mlable and situation Different 
rates of lent per bigba are then fi'od foi each gr.' do Some rent fe 
fixed for even the poorest grade of cultivable land and of course tbo 
rates fori icber grades aio higbei (2) In fixing these i-onts surplus 
o,er cost 01 time rent is seldom adopted is i b isis, if onlv becau'U 
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it IS so difficult to estimate Usually a percentage, say, one-fifth 
of the gloss pioduce is fished as rent foi each grade The money 
lalue of the one-fiftb produce at pievaiimg puces may then he fixed 
^ as the money lent pajable hy the tenant , Naturally these monoj' 
leuts per bigha will vaiy aotoiding to pioductivity of diffeient grades- 
Thoi may he anything from annas eight to Es 4 or more per kadicha. 
higlu 01 Es 2 to Es 20 pei acie 

' Natmallj then the lents so fixed hy the state may he greatly 

different fiom true lents conceived as surplus over costs of produc- 
tion They are usually lonei but may accidentally pi ore to be a 
little h’ghei foi some grades of land m certain cades As puces of the 
pioduce as a lule show a using tendency these fixed rents tend to be. 
come still lowei than the tiue rents, and the maigin then acciiies to the 
tenants instead of going to the land owneis As puces of the pioduce 
have iisen seveial bundled pei cent since the last Wai started ni' 

1 --1939, and as costs of cultivation have not risen at all piopoitionatelv, 

' it is safe to conclude that the whole of the tncreased surplus or 
true rent is going to the tenants , 

A moasuie of true sui pluses or rents is fuimshed |iy sktkmf 
lents, that is, lents paid h-j suh-tenants to tenants for land let out 
hy the lattei to the former The shikmi oi sub. tenants en 30 v no^ 
lights They aie liable to be ejected at the will of the tenant, who 
can also laise rents as price of the pioduce and suiplns oi tiue rent 
' uses These rents have gone up in some cases to Es 20 oi moie iiei 
Laehdia bigha, oi Es lOO rei acie while the tenant may be pivung 
onh Es 2 per bigha to Ins /lemmdai Of couise, costs (on account of 
seed, wages manurp and interest on larger sums of capital lequired foi 
bullocks and implements and foi financing cuiient operations ) have 
risen gieatlv and the surplus must be lower than Es iSperhigba, 

•' 1 indicated bv the example taken let it cannot be denied that this 
^ surplus must be substantial ant at an> rate much mors m terms o£ 
money than w hat it was before tlie war 

Similar is the case with tenantnof S r lattd of the zemindar Sir fs 
that paitof the cuitiv rtod area of a village over which theowmei of the 
village holds Six rights Str area of the village diffeis from the non Sir 
uea in this that the tenants of Sir icpiire no rights and lemain tenants- 
at-wiU Sn rights weio generally extended to the zemindars over the 
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suei thei. cultivated diiectli foi u numbei of veins as then bhudkisht 
Sii laud thus reminis available foi dnoct cultivation by the zemindar 
ev eu vv ben it IS let out from timi lo time, oi even contiauou«'lv for 
long pciiods by the /eaiind>r Ten inls of Sir aiea are thus tenants at 
will and aie as a rule pavingiates equivalent to the shikmi lents ' 
Inthis tisethe incieased suiplus is accruing dnectly to the land 
ovvneis Eecentlv there has been much agitation about oslendmg 
‘hiv ligislalion fivity of tenure md lates of lent to tenants of Sir 
and even to sub tenants ulv tlie aiea of liud hold as Sir bv a 
zeni’p 1 ir has been restiictod to 50 acies, and tenants of the Sir area 
in evcess ot 50 icies have been given tamncy rights Tenants’ 
light to sublet has been limited to five veam, rnd there is likelihood 
'Of the law extending certain lights to Bub-toniints in the future The 
smpluses accruing to the tenants arc leallj lonts which go to them 
-as sub pioprietois standing betvveen /omindai'S and sub-tenants 

In the case of land that is sub-lot there aio four interests created 
This IS called sub infeudation in technical language One of these is " 
the state, which as ovoiloid takes as land revenue a part of the surplus 
•or rents collected bj’ the zemindars from their tonants The zemindar 
as proprietoi gets a part of the lonts as his mtinctfx or profit Then 
comes the tenant, whoso profit equals the shikmi rent received minus 
-the fixed rent p lid to the zemindar The sub tenant himself retains 
mo suiplus When zcmindaii is abolished, the piosent share of the 
jemirdar will go to the state But of course the state will have to 
iorego a part of it as interest on the monev borrowed to pay 
compensation to the landowners 

During the period of the depression of ho thirties the leal 
Tiuiden of rents had risen consideiably as prices of the produce fell to 
sibout ono-third from the 1929 level The rates of rent being fixed 
■by the state, did not fall duiing the depression as thcv have not r sen ^ 
<Iuiing the piesent pnce boom A little leductmn of about lO to 15^ 
Tnrent, was made by the government in 1932 against a fall of about 66% 
In puces, no mciease in itnts has, however, been made due to more 
•than 600% rise m present agricultural prices The distress caused to 
■the tenanatry by the stationary rents durmg the depression has thus 
■been compensated many times by the high priu s now prevailing 
'One good effect, as well as evidence of improvement m the position of 
ithe tenant farmer during and since the War has, been great reduction 
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in rural indobtodno&s During tho dopiession i<> lel'li. incss had 
grown enoimously and most oi the Pio\incial 6o\i i i!ip< nfcs had to 
enact special laws icducing the bin don of agncultui '! i > b's, 

Rack-renting. 

Apart from tho picsant piospoiitj of tbo fMU'nr uid specia\ 
distvess dming tho depression, which iro so imno ailh einntfed, it 
has hoan genoialiy hold that lonts in Ilidia in norm d timos aro too 
high in lolation to the rjols’ mcoinos, and that tlic i ^tindardof 
Ining IS misorably low Eeuts fivod b\ tho state, hi, b is the\ uo, 
jiro said to bo enhanced b\ tho lesidciit /omiudar oi b\ the agents 
of tho o?)^t,(itce landlord by vaiious kinds of illegal o\ ic’ ions, such as 
ni/iana, giazing fee and begat oi forced iaboiu Ul tin n'ouicesof 
tho ramindai aie said to be useo in fan and foul inannux t > ~;et tenants 
ejected, Eo as to secuio higher rents along w'ltb pieiniuin u' muani fiom 
the now tenants admitted m tbo place of tho old ‘.do tbo tenants 
Hio found avilling to paj those ovtri levies b> rcduciu,, thou own 
stindard ui Ining because of tho luossiuo of increasing jiupuintion and 
the absciiio of alteinative cmplojnicnt Piossuio of popuiit.un on land 
has no dout't incioasod in India, and tlioio is greit neocl tn industriali- 
zation to ibsorb tho suiplus of t)ie paitlj omplojod luin' population 
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INTEREST AND PROFITS 
A INTEREST 


In'erest is the jmcc of the U‘;t of cipttal foi giveu parioS 
df time , ifc icciues to the ownei of capit il is a rc's id foi saung 
iiid Malting If lie lends his capit •! latoiest comes to Lin cxphctily 
an the sliape of ,i poiiodic"’! paament imdo bv the bonjMcr But if 
the OMnei, oi the capitalist as li" is called, uses ’t m his own 
business, lie gets Intel est tnifiltat/y ;n the sJiape of in extra incoine, 
Mhich be Mould bo compelled to p v to otlieis is inhiest if he used 
bo’ lowed capital Tbisaccnnl of mtoiect to the omdci, a>hetliei he 
uses or lends his caiutal, is confiimed b\ the pi ictice mao g accountants 
of^charging inteie^'t on jnrtncis capit'ils bofoie iiriME„ it net profit 
of the firm The term ^rojit ,s some times iis-d to denote the whole 
of the annual letum on the cipitil iniosted m i busmos But m the 
economic sense pioCt is something quite distinct from interest, eien 
tliongh the tM'o aie in mani, peihaps most, cases mixolup elements- 
in a peison s income Tor i cleirer giasp of the dist".tion between 
the two the total annual rotuin on cipit.il m-iv be analj ^d 


Return on Capital Aiereon. who emplojs cap' 1 m Ins oin. 
business or lends it to otheis.foi a certain pericl. sav. a yeau 
bas to do three things— wni/ and hear nst: oik lesults m 

Mealth, which when lent oi used mvolies waiting for leai Both 
lending ind use iniohe some risk, lendei mai d-liult and use 
mac pioi e unpiofit ible The owner of capital must then jet a tot il 
letum duung the leai, which compensates him foi d> the three 
distmctne senices If the capital is used or let out on me m kind, 
sax, m the foim of i machine worth Es 100, he must ge' liick(l)the 
michine m tact, with full xalue as the lewaid foi moi! m , (2) some 

leMard for waiting and (3) something for undeigomg the iisk of the 

“Ti. T ^ destrojed bx fire oi the hnei lunning iMay 

wi It The first of these lewards is depieciation , tne second if 
interest, the third is piofit, m Inch includes some charco for running 
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CHAPTER XXIir 

INTEREST AND PROFITS 
A INTEREST 


Ifi'ercst IS the puce 01 the use of capital foi ' gnenperiba 
01 time , it accrues to toe owner o{ cipitrl as a le/ 'id foi saving 
end wilting If he lends h>s capit •] mt<»iest comes to luu cxphciily 
m the shape of a peiiodic-l parment made bi the bon.jv>e. But if 
tae onnei oi the capitahst as he is called, uses ’t in his own 
bus nesS, begets iDicic.-st tnit>licitly m the sli^pe of ar evtri incotna,. 
1 Lieh he wouki be con pslled to p,.\ to othei-s os intei '■st if he used. 
Lo’TOwed capita' Th's acci-ual oi inteio'-t to the ownci, nhetherhe 
uses or lends his capit il is conhiirved b the practice imo g pccountants 
of^chargmg interest on nartner? c-’pitais before imvict, at net piofit 
of the hrm The term profit is some times used to denote the whole 
ol the annuil ithim on the capital miested m a busmss But m the 
economic sense pioht is something quite distinct from interest, even 
though the tv .0 ueinmtnv, peihaps most, cases up elements- 

in a peisoD s income For a clearer giasp of the dist i.tion between 
the two the to‘al ennu"! letuin on cap.tal mat he anali d 


Rvturn on Capital A pei'son wno emplojs cap J in his own 
husmesa or lends it to others. foi_,a ceiiam perio *, sai. a year^ 
las to do three things ror/’, u.aif and bear risk Murk.esultsm 
wealth, which when Hnc oi used mvohes waiting for wear Both 
lending md u -,9 inTohe some risk, lender mav d. uh and use 


tnn pro.e unpiohtrblp 


'"' wi or capital must tf-en „et a torn 
lemm dm mg the aeir, which compensates him loi di wie tbm 
anctne service'. If the capit il is used or let out on h'rr m kind 
s’v m the form ol i machine worth Rs 100 he must go' I ick (l) the 
machine m t-ct. with ^ull value as the reward for woil.u (v) somt 
rew^rd for waiting and (3) son ethmg for rmdeigomg the -isk' or the 

machine itself being destroyed b, fire or tne hire. ..nnmgawaj 
It Thefir.tof these lewards rs deprecation, -ne second ii 
imerest. the thml is piofit, a hich includes some ch r a ror runnm. 

3i8 
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the business oi its organisation luteiesr is thus the lowaid of puio; 
waiting , profit that of managing ami iish-bearmg If the machine is 
sold foi Es, 100 and the sum is lem the total letuin on capital 
still includes the thieo elements, hu' the piooeSs is modified The 
lendoi lecenes back aftei a yoai full h-- lOO , the sum has not undtr. 
'“'gone anv dopieci ition and no char^ loi it is theiefoio necessaiy* 

^ut the horrowei, who used the lls '(0 in puichasing a machine 
and used it foi i^eai, must be coupon- iicd foi dopiecip-tion ' in the 
talue of the machine Ills net icit>i,>l‘' must on an avoiage bung 
liini wages foi woik, pinut as org 111 w in i iisk. bearer, .nterest th"t 
has to he paid to the londoi, and oi tuiise an 3 rent that he pays for 

• the shop The londoi, lecoives hi -I mtoiost in addition to the 
principal sum of Bs lOO lent rye i tx'ioio And this interest will 
include, besides the row’uid lor puic w nng oi net interest, something 
for the iisk iitvohed in lending Jins cxctss would have remained 
with the user of- the Cl pital as iiu > i il income if ho hid his own + 

, money and home tho whole ofitho Use of borrowed hapital means 
j-that tiro risks of loss are sh iiod bet \v cn tlio borrower and the lender, 
and natui illy tho profit yielded I" li'c cipital employed is rerfard for 
these risks, must be shared between ha two 

f 1 * 

Gross nnd net interest. J ,iiis we see that eren the sum, 
received by i lender fiom tho !< tower is uiteiest, is not pruro 

• or net intoiest but includes i < i<l for iisk, which is really’' 

profit nr tho economic sense 1 1 1 lad, includes other elements 
Each loan carries besides ( 1 ) > > of loii, { 2 ) some tiieoii^ 

' tetncitce to the lendei in not lain able to get bick the money 
oven if it IS badly' wanted for his o u uso during the curVenev oij the 
loan This mcoiiYenience looks m u much tho sainothmg is waiting^ 
but in leality it is seen to bouioio i i>n this, it moans wanting for 
a preiiod longer than the lender ( n iftoid. and sometimes it may 
[• moan waiting for more than the cr h uoy of the loin if the boriowcr 

' IS unable to repay on due date ’''Uch inconvemoiico is not nsk- 

beiiing which denotes final defuul (3, Thoie is a third element 

■^Of course when prrices n-n ' et ween tho dale of lending and 
repayment, the sum of money i o vcd by the lender represents less, 
value in terms of goods uid servjc This is real doprreeiation Eh 
legal compansabioii for this loss u however admissible in so far »,$. 
payment is agreed to be made rn mo wv by both tho parties 
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Jinohod mu lo n trurx- t '»n rni’bi* cu t ani troitb\ incline 
in colli wtion iinil lo ujim,' tn cciuntfl on thif 

nctuuilj qiut'j I ugc' in thi* el'll) nf binl^ nnl Infi't r moiH*\ lerileis 
Thus thototil BUin ucciM'l int<"-o>-t is /’roe'- ttitirist. Mi'' 
includes, btSKics net mt icit h, ti, < 1 1< >nl of pure v ai'mg clia„s 
foi risl incoinniiicuccs mn cM .leel'cl in .iloui \n(i as tH e 
tlifier {fom o'le 10 m to motliai icco di , to ll'o credit of the liorra 
-■'tid the nmojint und the I'jr’od of I’lo lorn tho r ties of grtxrs n'c'Cl 
ol nged thcms'-'KcT Mirc idtda 'i i.e ml ' of pure mton st is rungUt 
represented b\ the iiitj . i gt>t o i Post Office ''Ainj^i B-iriV fiepo ' 
ohich Tc '-imosf absolut. h s a do not itnol.e nn^ ocpeiwi" 
■Uiil ngi’ndxsitbdi Miig ‘hem, ind < Inch c-in bo v I'hdrnt'H tt "i 
tiuic according to need, tlioiigl' of comso no* more thtm o ite i 
Other rates, including Cl cii thos., rocji id on gov ominont bend- 
■jposs jn so far as till \ earn soruo incouMum nc" ivml nsl uid ever 
oosts m th j sli «pj 01 coiiitn 1 CIO 1 on jiiirch >stnp, soil nc; and nwrc 
collection clingcu bmlonj from the putcliarors of ‘■ji.b bonl* 

Justiffcallon of Infercst 

Cliargin„ of mtoicst on tiionov lent hue I'ciin coiulotnncd '’e i. d'**'" 
ibj several rel'giQus codes on u or*' or ethical grounds jruslini ^ 
pTohibds it lot ilh iis a sin , Clu slnniiy his condcinnel it is iisinyi 
Hirduisin also loot -1 upon interest a*! ii soniev h't tainted source of 
uicome The ic ison lies in the concciousnose Ih it the lender cvjdo'ts 
tlio need of the honov cr , a slaving min will agree to p > m' 

interest liovv soever high md will oven Buhmit to mila r practices such 

iis manipulation of the iccounts bv the louder in Ins oan favoui 
■feonie of the ccononi’c writers oi old also disfavoured interoct 
aijing ‘monov does rrot 1 get money’, forgetting tint nroricv 
capital does mcicicc the V over’s money itrcomo S ciai sts 
communists oftodiy denoui i ntcicsloir the ground that c.il)’tal 
accumul,.ted at the cost i Ipbouroi's ind the incomo from intcrfi't 
peypotuates an idle jiarasitic cl ss, which is unproduct'vo 

But if we looh at rntciost from tiro economic jioint of ' a" ® 
-a society with private projicrU and freedom of enterprise, we find 
-strong justification for it \p''rl from the dishonest practices of fi ® 
lender, which none can approve and which nro evorvwliero fegalff 
jiuniBhable, we find that borrov ed cajiital increases the incoine of 
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supply of capital as a whole being given, the piocliicei-s and cOi^sjupeij^, 
will offei lates that equal the marginal productiyties ^ncl ^utilitie? 
in the two uses taken togothei Thus the law of depqand opai%tes ip 
“the demand foi capital as well as m the demand foi commodities 
and services, and may be lepiesentod by a demand curae 




Supply of Capital But capital has i _,s\ipply puce, -^hicb has 
its influence on the rata of inteiest Putting capital on the maiket 
necessaiil5f m\ohes waiting which is iiksome to people Postpone- 
ment of enjoj'ment of ones income to the ^futuie is commonly 
disagreeable, and the amount of money needed to overcome , such 
disagieeablenoss constitutes the cojt of supply of capital The measuie 
of this cost, ho^\e■^ol, differs with,;saveis according to their powel add 
will to save 

There are m each counter a number of people whose incomes, and 
therefore power to save, are^'ygi.y* Ifvrge indeed There are also- those, 
with modeicate incomes bu^'^_^ijih^ yqiw strong rill to save^ 
satisfying the more urgent wants, of the'proseut tbev begin to \alue 
future enjoyment rather^, highly -- They are j.ealh prudent ^^lieople, 
who cut down present evpenditura thiibe mirumuin moordei to'^iovi^ 
for seen and unfoieseenQ.vants of the future "^'Both 'df^ir^ses types 
of people wiU say e oyan, if they got nothing as^ mteiest or- -had is. 
pay something foi -'Q safeguarding such divings pimilat 
case yvith the legally compulsory siyings suoh-^q -^a) ^cohtri.bu|;rons t(i 
proyideut funds and social msur'ti'nco^^chomiJB^bf y'f{idu9,lypcS^a''ld',^y, 


carrying to reserve a minimum by 
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compulsory’ sayings rre increasing m 'httjdenr sOemtiog and AiIl 
be made irrespective of tlie rate ‘of interest Some capital will 
thus bo forthcoming even if the rate ^ of inte'rest yvere ^ero or 
negatne Then coma those classes of people yy’ho save a small part 
of their income to provide for the rainy dav almost compulsonly , 
and another part to increase their future incomes through ' interest 
expected from investment of these savings -^mong these we mav 
include firms and companies that carry a part of then annual proiits 
to reserves, yvhich they build up partly to meet unforeseen losses and 
partly to increase future profits In the absence of interest such 
jiaities will sinely save less Lastly there exists the largest cla®-' 
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pusous Io\\ incomes Imdlv stifficiont to proculo .ill the. 

necessaiies ..ntl e\an modeiatc coinlort". of life Sacmg in their cose 
IS re.il hardship and onlj a templing rate of interest ■will induce 
them to postpone pi esont s ilisfiictums for la’gor ones in the future 
ihe=o are the margin il sarcis whoso costs of saving or TTaiting 
determine the rate of interest m rht long run It the rate rS lorsor 
th.ar w h it they expect ivailubla s ipply of sav mgs will he reduced, 
lud the rate is bound to iiso uuleaS the demand itself has diminished 

Thus if SQOietj^ needs the saving-, o, these uraigmal savers the 
i-ato of interest must be high enougli to ludueo them to save Savnngs 
of the veiv rich ind highlv piudoi,t sections of the population aro 
no* enough iOr social needs, and the onh w av to .lugmont supply of 
Lipital IS a rise in the rrte of mtoicst The supplj of capital 
follovB the general law of supplv , it meierscs with a rise and 
diminishes with a fall m the rate of interest, md e-m be represented 
bv an ascending supph' curve There is no doubt about the existence 
of some people in each comitij, v ho will save more at a Iov"er rate of 
interest than it v higher one — those whowrnt lopio'V'idoa given income 
in the fnture, say, Es lOOO per year Thej will evidently save Es 
20,000 if the rate is If the rate rises to lO^jg they need save only 
Es 10,000 , if it falls to 2i®/o they will have to increase their savings to 
Es' 40,000 for an annual interest income of Es 1000 But the number 
of such people m rnv communitv is so small as not to affect appreciablv 
the gener rl tendency of an nreroaso in savings with i rise in the rate of 
interest and a diminution in it with'd fall in the rate 

Interaction of Deirand and Supply At any moment the rate 
tends to equal margin d productrvntv of the available suppi'j of capital, 
in the long run it tends to settle at the 
point wlieie marginal productivity and 
disagiceableness of the marginal savor's are 
equal \t this point the quantity of 
cipital demanded is equal to the quantity 
supplied This mav be represented by 
a diagiam such as this 

Here quantities of capital demanded 
and supplied are represented along OX 




pioductjon on ^nluo oi pnc i> commochby The sa\ei abstains 
fioni spenflmj< his income to i, this itnohes sacrifice on his 

part Such sacrifreo will ui / odaigono rvifcliout adequate reward, 
which IS luteicst Clitics* t is not total abstmouca but only 

postponement of, or waiting , • c enjoyment of sared incotuo, and 

that there IS DO sacrifice m\' , the c iso of savors w'hose power 

and will to save no stioiig in-, is true but as wo hare seen, 
maigiml Barer s do undergo s Cl i ^ or cost, ilml it is thou cost that 
determines the 1 ite of intcre*! i'e essence of Senior's tlrcorr with 
margin'll analysis idded to it !i*on umbodicd in the equihfartum 
theory m so tai as accorom^ , supph price doteimines mtered 
ate The only wc ikne^s ot ^ ,, lies in his emphasis on supply 
only , rrithout a dem ind pau) cipit.il intortSt could not exist 


3 Agio Theory D, < lor^d hv the Austium economist, 
Bohin Baweik, this thcorr c'ni , i-. nteiest m terms of the excess of 
present orei future salisfact'oi” of equal amount Human beings 
suffer froiDj ^economic niyop, , n slioi’t-sightedness More distant 
objects appear dinrnre' and sia ilm ,n sire than those standing nearer 
Similarly, fubure 8 itisfacnoni n 're a rveakei appeal than untnediate 
ones Add to fins the uncet r I ilics of the former They may not 
come at- alt:; or the oxpectai' i celf mer die by the time ther come 
■Thus itrsAhat given the cho ■■ neison mil prefer to hare Bs 100 
"K oncy;igdm«fc 1 similar n. nt aftu a rear He mir how 
ever.^gricHo hare Es JOI , u a year Their this Es a is 
the agio,oajpremiam icquire, ‘ . i| forth the necessary waiting for, or 
postponm-nent of, the spendu ^'s j 00 at once The theory contains 
much trutVbut'iguoies the P ,rd price based on productivity of 
capital wit rout rrhich mtc“ , ill not emerge bo r^soerer high the 

cost of saying may be Its i t< has been embodied m the supply 
side of the equilibrium them ' 

(4) Time preference tneo, r This is the theory 'propounded bv 
Prof. Prshei of America xnd ■ , , e us to bo a dereldpment of the agio 
theory so as toeyplnn mtm >- . om both the demand and supply 
sides of capital Bvei'y md , if piefei's present to future enjoy- 
ment , this may he called 'n u , cnee tc spend income The rate 
of interest is related to the re, r-u or premuim necessary to orei corns 
this tmpaltence ‘-.p Jqjjj ^ individual s rate of tune pieference 
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36 highei than the prevailing rate of interest he goes on borrowing 
nntil the two become equal Others, whose rate of preference is 
lower than the omient rite, lend until the two are equalised In- 
dividuals, firms and corporations are all in this waj seen to be both 
^ borrowers and lenders , and this bo true except in the case of 
poorest persons whose incomes are too low to allow lending This 
theory thus explains both supply and demand puces in terms of 
time preference 

One point needs emphasis hero even attire cost of repetition 
The individuiil s rate of t mo piefeionce is seen hero to be adjusted 
to the pier ailing rate of inter ost instead of determining such rate 
And this IS true, just as the current market pnce of a commoditj 
determines a purchaser’s maiginal utility He extends his purchases 
to the unit, w'hoso utility to him equals the jnerailing puce But 
it IB also true that the utilities of the marginal puichaseis as a rrhole 
determine the market puce itself Similarly rates of time.pieferences 
- of the marginal borrowers and lenders as a whole, lelatire to the 
available demand and supply at any time, determine the prevailing 
rate of interest 

t5) Liquidity Preference The late Lord Kejnes (for a long 
time Header in Economics m the University of Cambradge) has 
introduced a now theory to explain the rate of interest He was the 
most outstanding monetary theorist of his time He has interpreted 
the rate of inte est in terms of the demand and supply not of savings 
but of money or liquid jrurchasing power rn the form of cash and 
current deposits in Banks Of the total quantity of such money in 
existence at any time, a part is held as acitve balar.ccs which 
the holdei-S require for their current and contingent needs , another 
part constitutes iftnctive b^lanties, which are available for lending 
or investment None of these latter will be invested, i e all of 
them will be hoarded if the rate of interest is zero , at a certam 
positive rate, say, 3 per cent, a proportion of these wall be invested , 
at a higher rate, srv, 4 per cent more and at a lower ruto, say 2 per 
cent, loss will be lent or invested The rate prevailmg at any time 
must be such as to induce the people as a whole to hold the avail- 
able supply 
2Z 
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The desire of a person to hold liquid purchasing poisex 
preference to lend it oi hold it in the form of securities or of 
assets IS his ‘liquidity pieference’ It incieases for both borrov 
and lenders -with (a) a fall in the late of interest, (b) oipectation i 
rise in such rate and (c) anticipation of a fall in the prices of sec 
ties and other assets The lesult of such increase in liquidity piefere 
must be to raise the late of interest On the other band, liquii 
preference diminishes with (a) a use in the late of interest, (b) 
pectation of a fall in such late and (c) anticipation of a rise m 
prices of secuiities and othei assets, and tends to lower the prevai 
late of interest b^ increasing the supply and leducing the dem 
for liquid balances When a financial crisis and fall in the gem 
piice.leael are apprehended liquidity piefeience will natur 
inciease and raise the late of inteiest 

It IS geneiall> on the basis of this theoi> that govemm! 
haae been maintaimng cheap money policy’ by libeial supph 
cash and ciedit iiiespective of saaings But m so far as plent 
supply of liquid purchasing powei and cheap monev, or low rate 
interest, keep the puce lea el up the quantity of money required 
unit of real capital increases, and the cost of employing such cay 
goes up in spite of cheap money unless the demand for capital 
kept under control It is not the quantity of money but saai 
that ultimately detormiues the rate of interest Aheady wo 
expenencing in India and elsewhere the adaerse effects of ch 
money' in the face of diwmdlmg savings The equilibrium the 
therefore cannot yet be discarded as disproved 

Differences in the Rates of Interest 

The theory of interest definitely' suggests the pieralencot 
uniform rate of interest throughout the market Actually we fin 
aery wide variety of mteicst rates ranging from to 24% and in 
per annum in India Thus interest on inter.banb call loans i 
Government of India Treasui-y Bills is ]ust about 8 annas per c 
per annum , it is about 6®/o on advances by banks to their custona 
In the villages It may be anything like 24% to 36% But tb 
differences are more apparent than real The 2% now aaailable 

Post Office Saamgs Bank deposits may be taken as the standard n 
representing puic or not interest Othei rates are gross rates Ib 
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thifc me liigliei tlian 2'’/o PO' aunuin, such as those available on 
Governments bonds, banhox'S adaancos ox loans to made to small 
txadeis m toxMis and farmois m Milages, are duo to diffexing degrees of 
iish, inconvenience and cost inxohod m the loans ox investments 
that yield them Those lowei than 2 pei cent, such as ^ lelds of call 
loans and Tieasuiy B 11s, are oxpl.uixod by extra conveniences and 
pecuniaiy adxantagcs altaclxiiig to them Thus Banks always want 
to hold 1 quid resources far in excess of the noimal daily demands of 
their dopositois H ho money lent bv them ni cn// is a part of these 
liquid balances, Inch ill hare to bo kept entirely idle otherwise 
As the'^e loans can bo had back at call they nro as good as cash, and 
any rate of inteiest that can bo obtained is welcome The funds of 
this natuio Ij ing spare with banks axe alwajs so largo in relation to 
demand foi call loans m normal times that the rate could liardlv be 
more than nomimtl 

How ariintioiis in dogiees of risk and iiiconrenioncc explain 
differences in interest lates may be illustrated with a few oxrmples 
(l) 1 rtttie blits, tlint ’s, bills or luiud’es diawn on tiadeis aio discounted 
by banks at a Inghei rite than iian/, tn/fs diawn on banks because 
the Icittoi are safer (2) Ex en traders bills aio discounted it lower 
lates than the nites of interest chaigcd on loans to such tirdoi-s 
The former bear it least two signatuios and are more liquid 
because tho> aio paj iblo after a short intorxal of not more than 
a few months xxliilo the loans are foi longer periods and likeh 
to call for renewal it maturity Opportunities to invest at higher 
rates funds emplo 3 ed in bill discounting are greater than those 
\ advanced to customers fS) A Company s debenture bonds vield loxver 
rate of interest than its shales because the former carry a prior right 
to annual income as XX ell as to capital on liquidation (4) Short-dated 
Goxernment of ludiasecuiit es such as the 11)49.52 loan, caiTj a lower 
rate than the long dated 198j loan, because the risk of fall in price 
and danger of repudiation by a now party coming into po^xer are 
greater and opportunity to invest at higher rate in a new loan, should 
it occur between now' and 198G, is nil in the case of the 1986 loan 
(5) Loans in villages at exoibitantly higli rates are explained by 
very high risk and cost of collecting small loans to borrowers who 
have little tangible security to offer, 
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&omoltino'5 a voi\ hifjh iilo of lotuin on cipital ib 1iu(>o1j inwlo 
up of (lopiocntion vhidi IS \.rongl> laUon by tlio owner as income 
flora Ins capital Foi oximplo npinato bus tosinn; Its 5000 may 
yield in the first ^ ear nnylbing like Its 5 d 0 p''! monlli after inoeling 
charges for petrol and wages of dii\or ainl conductor This gnes 
an annual Mold of Its 0000 oi ITO'lu But dopiociution of Ijros, 
tubes, engine and oven the bodi, if propeilc c'lculatcd, might come 
to, say, Es 3000 aaoai, anothci Its 2500 a joai might leisonabh 
bo the icwaid foi oiganising and I’sKti' ng b> thoownci Tins 
loaaes onh Es OOOaaoai oi lO^o t acluallc thorite of net inleio'-t 
will still lie lowei than this 

Tendency towards Equalify in the Rates of Interest 

Diffoionccs m rates of mtoiest. Molded b> capital omplosod in 
diffoient inrostmcnts and localities lend to disippear Ihrougii mobility 
of capital flora low to higher ^lold iinestinouls and locilitios to the 
extent that mobility is free \\ lioio it is ohstiuctcd bv difficulties, 
high costs and risks, as between one country and anothci, differences 
aio bound to p.isist Within a co.inti j wo do find temloncs towaids 
equality of the r ito of not 01 pine iiiloiest and also towards oqimlitj 
of tiro gross rate in equally iisky iinestmonts Thus dohonturos of 
all sound companies located in any pail of India jield the same rate 
of about 4% at present Tlioir Preference shares Mold about 5^’, while 
Oldman shares ran > Mold nnjthing fioiii 0% to 7“/o Equal’tv m 
the annual yields is brought about by laigci sales of those sccuritios 
which yield less tiian thou countei p ii ts and laigoi puichascs of 
these lattei w'lth the proceeds of the foiuroi Bson when such 
seciiuties bear difToiiiig rates, then jiolds are oquali/cd Ihiougli 
changes in then puces Thus tiie cuiiont puce of the TJ^/o 
Iron Second Piefeience shaio of Es, Jell is about Es liO, winch 
gives a >ield of about o'*/,, to the purchaser because other smrtlat 
shares j lold 5% Tlio old shaieholdcrs, who obt lined it at Es lOfl 

w hen' the company was floated, no doubt get 7 ^"/o additional 

2i% IS m tho nature of quasi rent bec.uise the numboi of such slnies 
issued by tho company is limited 

But so far as the \aiious inrcstmonts such ns those in land 
business and securities diffei in the degiees of iislc invohod m each 
dilYorences ir. gioss yields must pois’st Thov are really difTerent 
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tilings, baling then sepai'ito conditions of demand and supply 
■Whore iisk is less, such as in landed property and electric supply 
concerns, supply of capital is gieator and its marginal productnity 
low , naturally the yield is also relatnely low "Where the risk is 
greater as in tea, rubber and mining companies, the supply of capital 
IS smaller and marginal productivity and yield higher The risk of 
rro dividend and loss of capital sum itself makes the cost of supplying 
cap tal higher For such capital supply means not only yaitrng but 
also bearing of risk of a high degree Thus there is little mobility 
of capital hetrreen low and high risk imestments , the result is 
peimanontly (a) low yield of crpital invested in Goreinment bonds 
and company dehontures, (b) moderate return on that invested in 
houses and electric supply companies and (c) relatively high annual 
rates secured from shares of tea, rubber and mining companies on an 
nr 01 age over a long period 

It may ho noted that equality of rotuin from equally risky 
inrestinonts IS only in rognd to free capital like liquid funds which 
can ho easily and quickly transfer red from low to high yielding 
fields of employment Such transfer is not possible in the case of 
speciali/od capital like presses and factories equipped witli machinery' 
Botary' printing iiiachines and looms cannot bo converted one into the 
other If Pi esses begin to yield higher i etui ns than cotton mills 
during impending elections, the press owners make-much higher 
profits th in holders of cotton mill shares because spindles and looms 
cannot bo used to turn out leaflets and posters demanded by' 
contending political parties Such high yields from presses are then 
quasi. rents which go to then owners Low or zero returns on 
cotton shares are also quasi-ients, reduced by the relative fall in 
demand for products of cotton factories But this is a temporary phe- 
nomonon, the flow of free capital will now bo diverted to presses - that 
going to estahlishmont of cotton mills stopped — until net returns 
aio equalized as they will bo in course of time Rotuin on free funds 
IS equalized much quicker Prices of presses or their shares will 
rise m the market , those of cotton mills will fall Thus the returns 
for now imestors of liquid funds in both types of investments will 
j become more or less equal almost immediately the variations nr then 
respective y'lelds becone clearly marked. 
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Much of this explanation of vaiiations m jnelds, it may be noted, 
applies to piofits more than to inteiest in so far as vaiiations aie 
almost exclusn oly due to diffeiing degrees of risks, -whose rewards 
are profits, not interest Puie interest like puie gold is o\ei>wh 0 re 
the same All types of investments and lumps of gold, when shorn 
of impurities thiough economic and chemical analyses, are seen to be 
so It IS the differing proportions of the profit element in one and 
mixtures of copper or other baser metals in the other that explain 
dissimilarities 

Interest, Wages and Prohis 

On the whole, the late of inteiest lends to much greater equality 
than the rates of wages and piofits because of greater mobility of 
capital from one locality or employment to another Capital is more 
mobile due to 

(1) Its being impersonal. Its movement is not hampered b^ 
differences of language and climate, noi b^ personal prejudices, which 
affect labourers, who have to move peisonally Thus a railway 
porter may hesitate to become a butcher for higher wages but will 
probably not do so m landing to a butcher at 15% instead of to a 
baker at I0°lo if he had anj capital to invest (2) Ignorance among 
capitalists is less than among laboureis about the most advantageous 
opportunities of employing their respective resources (3) The cost 
of transferring capital per unit is much less than the cost of mov ement 
of a labourer s family Thus Es 10,000 may be sent from Kanpur 
to Calcutta for less than Es 5, but a labourer’s family may cost ' 
something like Es 50 (4) Ko natural barriers Irke differences of 

aptitude and inborn talent exist between one class of capital and 
another as they do between different classes of laboureis even within 
the same countiy (o) Specilized capital like machinery wears out 
much quicker than specialized labour Thus if Jute Mills become 
unprofitable stoppage of renewals and replacements will extinguish 
them in, say, ten years But if engineers’ ecrmings go down for anv 
reason, it will take a whole generation for then supply to disappear 
even if no new entrant takes up the profession 

Fluctuations In Rates of Interest 

We have seen the causes of differences extsUng at a particular 
time in the rates of interest obtainable on different kinds of loans 
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01 investments of capital These vaiiations aia almost wholly 
diffeiences of profit and not interest element m the rates of periodical 
letuin on capital Let us now examine the causes or factors responsi. 
ble for use and fall in the rate of interest ft out time to iintc. It is 
possible, but not practicable, to confine attention to fluctuations in the 
rate of puie or not inteiest onlj' Interest and profit elements m 
letuins on capital are so mixed up that changes in the latter cannot 
be Ignored altogether in any discussion of such changes The import- 
ant factors that alter rates of interest act, it will be seen, through 
then influence over demand and supply of capital Any factor that 
increases marginal pioductmty and demand puce of capital raises 
the rate of interest , one that lorreis the supply puce and increases 
the power and will to sare lowers the rate of interest On the other 
hand, forces that lower marginal productivity, through increase in 
saiings or other w'lse, bring down the rate of interest, while contraction 
in saMngs, from whaterer cause, raises interest rate 

1 InveniiODS Inventions of machineiy and improvement m 
the methods of production and transport usually inciease the demand 
'for capital, which is needed to apply them in practice But in course 
of time they also increase productivity of capital as well as land, labour 
and enterprise The result is an increase m incomes and power to 
sale of the various classes of the community Thus the effect of 
mrentions on the rate of interest is on the whole and over a long 
period to keep it steady, it increases both demand and supply of 
capital In so far, howei er, as inventions are capital-savmg, that is, 
introduce new machinery of simpler and less costly design, they 
increase supply more than the demand and lower the rate of interest 
Tendency since the advent of the Industrial Eovolution has been 
towards a gradual fall in interest rates due to constantly expanding 
productive canacity of the industrial world 

2 Discovery and economic development of new countries 

The effect of these and of the industrialization of old countries is 
similar to that of imentions in the long run Thus India and China 
as well as the United States of America, Canada, Australia and other 
new' countries hare made continuously heary calls on the capital 
accumulations of Great Britain and France during the 19th centur-j 
and early 20th, and they hare thus kept up the rale of Interest But, 



except toi China, they have now made enough progiess in industry and 
agriculture not only to be able to stand on tbeir own legs but also to 
spare capital for their older creditors "We know how America has met 
huge demands foi capital fiom Europe during the World War I and 
erer since She is ]ust now financing the huge European Eecovory 
riogianiire Canada, Australia, South Africa, India and Argentina hare 
all prorided considerable amounts of capital to Great Britain during 
World War II as evidenced by their accumulations of sterling balances 
All this shows how capital maestment bears fraiit, increase in the 
den "nd for it svells supply more than in proportion and tends to 
lower the late of interest 

3 Wars War is the deadbest enemy of capital It feeds on 
enormous quantities of real capital, retarding not only growth of 
capital but consuming considerable portions -of the existing capital^ 
We are all familiar with the fact of Indian factories having been 
orer woiked and starved of repair's and renewals during and since the 
war Ibe bulk of the war finance raised from increased taxes and 
loans IS utilized in acquiring munitions that merely feed the weapons 
of destruction Isaturally a w<ii increases the demand for capital, 
reduces its suppU and raises the rate of interest This is what 
happened during World War I, when the rate of interest on govern 
meut loins in India, as elsewhere, rose from about 3®/o to 6°/c During 
World War II rise in interest rates has been kept down by ‘cneap 
money policies of the various gorernmonts This clieap money or 
low interest lato his been maintained by a liberal supply of cash and 
ciedit on tlic one baud, and a rery rigoious control over the demand 
foi capitil from the side of industiy and trade For example, floatation 
of new compiii'es and starting of new factories and businesses of 
ceit.m types bare Leo under heavy restnctions since 1943 

4 Changes in price-kvcl This is a monetary phenomenon 
and concerns the theoiy of money and banking Howerer, it will not 
be out of place to consider its effects on the rate of interest Percep- 
tible changes in the general price level usually Occur under two 
dist net condit'ons — 

(A) Normally during the course of a trade or business cycle, 
which IS marked by two phasas (i) am ei i, designated a tr-'de boom, of 
cxpmding ciedit, rising prices, increasing profits and expansion m all 
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feypos of business acfcmfcy and employment and (n) boom m tiado is 
followed by stagnant ciedit and pnces -which soon lead to a peiiod 
of tiado depiession 01 slump, -when ciedit shiinhs, puces fall, piofits 
decline or vanish and trade, industiy and employment are all at a 
low ebb 

(B) Abnormally duiing peiiods of (i) inflation which occuis 
duiing i war oi other eraeigency, when state oxpondituie incieasos 
much beyond reidnues and rdsort to Ovor-oxpansion of note issue and 
bank credit leads to continuous iiSe in puces and (ii) deflation, which 
means conti action in cuiienca and credit, brought about by deliberate 
state policy to lowei the pi ice-level oi by scarcity of gold, in eitlioi 
case puces experience sustained fall and then stagnation at a low lor el 
Inflation and deflation thus greatly resemble boom and depression and 
affect the rate of interest in a similar manner 

In periods of rising prices profits increase enormously and 
trading with borrowed capital becomes extraordinarily profitable 
Goods purchased with a loan of Es 1000. obtained at 6®/o interest for 
example, may become worth Es 1500 after a few months , the loan 
can then be repaid by selling only two. thirds of the quantity and the 
remainder accrues to the borrower as a profit The creditor, bower er, 
loses what the debtor gams The result is great increase ■ in the 
demand for capital and the rate of interest rises, which partlj com- 
pensates the creditor When, 1 owever, prices begin to fall the real 
burden of debt increases, the debtor loses and the creditor grins 
Consequently the demand for loans falls off consider ablj and the 
rate of inteiest goes down In periods of inflation supply of moner 
increases and jet the rate of interest, unless controlled, rises This 
IS because prices rise and the demand for money also increases pio 
portionatelj' in so far as bonowed money is after all emploredin 
obtaining real capital at inflated prices Such rises and falls m 
mtorest rates ha-ve invaiiablj' occured in periods of inflation and 
deflation and of trade booms and slumps in the past 

Maintenance of cheap monej rates in India and else whore 
during the last World War and since, inspite of hearilv inflationary 
conditions, has been duo to vanous measures of control o-ver demand 
for capital, such as restrictions on (xrpital issues or flot itions of new' 
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companies and extensions of the old ones Scarcity of capital goods 
in India and abioad has also kept down the demand for mone\ 
"Wherever, however, demand has been fiee, as in the villages and 
towns, for trade in agricultural produce and for smallei industries the 
rates of interest have gone up enoimonsb' Evidently, if a village 
trader or city artisan can add Es dO to his annual money income by 
borrowing Es lOO because of constantly rismg puces he will willingly 
offer anything like 25 to 40% pei annum The author has known 
cases where village Banias have been offei mg recently as high as 36% 
interest on short term loans, of course the rates in the organized money 
market have lemained low because of control over demand 

Money and Real Rates of Interest 

Money rate of interest denotes the amount of money a lender 
receives from the hoiiowei as interest foi a given penod, say a year 
'Real rate means the amount of goods and serv ices purchased by the 
amount of money leceived as interest When the price-level does not 
change between the dates of lending ahd repayment of a loan of monev 
the money and real rates of interest are the same But when the pnoQ- 
level does change, the two rates diverge Thus if A lent Es lOO it 
6% ho will get backs Es 105 at the end of n vear The additional 
amount of Es 6 lepresents the money rate of 5% per annum The 
receipt of Es 1 C5 will also mean that he can purchase 5% more goods 
than ho could with Es 100 So the leal rate ih terms of goods is also 
5% in case puces remain stationary 

But if pnees in general fluctuate between the two dates money 
and real rates will become different Suppose prices of goods ire 
doubled, so that real value of each rupee is halved Then the lender, 
who receives hack Es lOo at the end of the year, can purchase a 
quantity of goods that is onlv half of what it would be if puces did 
not rise Thus the purchasing power of Es IC5 will bo equal to 
Bs 52J onlv% which moans that the creditor gets a isostitve money 
rate of 6% hut a negative real rale of 47i% Bor in terms of goods 
he gets back so much less than what ho lent Again, if prices are 
halved and the value of each rupee doubled, they crirditor will still get 
the same money rate of 5% but in real terms the rale will bo ll0% 
Bor Es lC5 will purchase goods worth Es 2 10, _ and the Es 100 lout 
will bring in a year additional purchasmg power equal to Es llO 
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Foi the io\l 'rato to ien\ain in timea of puce fluctuations it is 
nocossai-v that the mou^^-r^to should become (r) llO^oper cent per 
annum if piicos nio doubled rnd (6 - 47i",'„ when puces are bahed 

Actuillv bonoiMng becomes oxtraoidinaiily profitable during 
peiiocls of .nflation' <ii rising piitos and pushes up the money rate of 
intoiest And when puces aie falling boiTOwing becomes very 
bindonsomo , it is gieatly discouraged and the i ‘’''0 of interest is 
lowered But changes m intoiest lates lig behind changes in the 
puce lesol botli in time and magnitude and the losult is f6\erish 
booms of btisinoss activits with boiiowed funds in peiiods of using 
pi Ices, folio led b\ hoiXM slumps in business and omploiment when 
puces begin to fall 

, The future of the ra'c of interest 

’ The separate effects of the vaiious factois on the lato of interest 
have ]iist neon indicated ult is now poss bio to examine then combined 
influence \pait fioiii, w'urs, which occasionally increase the demand 
and 1 educe the supply of capital and thus la’se the rate of inteiost, 
most othoi facts of modem economic life incioase lioth the demand foi 
and the supply of capital and tbcB tend to stabilise such rate Insen. 
tions in p iit'culai and economic progioss in genoial have this effect 
Inventions inciease the powoi to sase, social piogiess increases 
foresight and prudence and piomotes the will to save , supply of 
capital thus glows continuously But so does the demand Inaen- 
t ons need capital to bo applied in practice, economic piogiess 
miiUiplies wants , both create incicasmg demand foi cap tal 

To the extent that productno powei and legaid foi the future 
glow faster than demand for capital, intoiest rato must tend to fall 
But then constant incieaso m population countoiacts tins tendency, 
and it IS a matter of common Knowledge that the trend of interest rate 
has been towards stability at about 2PIq It is not possible foi the rate 
of intoiest to become zero, as some have argued, so long as the wants 
of the people remain unsatisfied and the urge to sat'sfy them, i e., 
impatience to spend income, does not disappear 

B, PROFIT. 

Gross and net profit 

Wo hue seen how the elements of interest and profit are 
largely mixed up in the income of a pousou owning capital Yet 
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theoioticalh tliQJ can and ought to bo separated Piofit is the reward 
of organisation and risk tahmg while tnlerest is the leward of pure 
waiting The total income of a business man employing his own 
capital IS oftfcn spoken of as profit But this is gres* profit or income, 
in which one or moie of the following elements may be included ^ 
(l) Pure lent, accruing to him as owner of the stle of his shop or 
factol^ , (2) Puio interest on his own capital invested in buildings, 
machinerv and materials , (3) Wages for any ordmarv' work done by 
himself— manual or mental ,' (4) Depieciation on fixed capital, if it has 
not been chaiged before arming at the annual profit The first three 
of these it may be noted are rewards of factors other than organisation 
and enteiTirise What remains aftoi subtracting those elements is h s 
net profit which acciues to him as (a) remuneration for organising or 
directing his business — big or small - and (b) reward for bearing tbo 
Visks -of business A person’s income may concei%ahlj consist only of 
pure profit m the economic sense if he uses only lined land and 
'labotif and borrowed capital and provides for fair depieciation on all ^ 
fh^ fiked capital used 

, I ^ 

It mav be interesting to analyse the annual net earnings of a 
company and the interest and dividend distributed by it to the holders 
fii its debentures and shares Dobontura interest is largelv pure 
tntetest , to the extent that debentures carry greater risk than Govern 
ment bonds and v leld a higher return such interest contains a part of 
the company s annual profit, which is thus shared by the debenture 
holders w ith the shareholders The lemainder of the earnings distri- 
buted as dividend on shares is seldom pure profit "Dsuallj a company 
l5Ui chases the land or site of its factory’, and a part of its net earnings 
tire (l) ecotiomio rent Another prit consists of (2) j-ure interest on 
bapilal provided by the shareholdeis , interest on capital borrowed 
from debenture holders and banks is of course already deducted The 
remaining part of the annual dividend is then (3) reward for risk borne 
by the shareholders It contains no element of remuneration of 
organisation and direction which acciues to the managerial staff and 
directois as salary and fees respectively , vei v often they get something 

■’’The hulk of the piofit of a street liawker it may be noted, is 
made up of wages of his own laboui As an entrepreneur he bears 
little risk and emplov s managing ability of a low order H s profit m 
the economic sense is therafoie really small 
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o\or and above this as bonus oi commission out of net piofits fn the 
technical accountancy sense But bonus and commission are also 
rov,ard of oiganis'ng woik Thus the annual dividend leceivod b> 
a sbaioholdei consists of inteiest and lowaid for risk and. may contain 
an element of lont if the comiiany’s landed property is /reehoid and 
not leasehold Yet the dividend obtained does not contain the whole 
of these elements to the extent that a part of the net earnings is 
genoially earned to one or moie types of resenes, the whole or part of 
which may be distiibutod m future years as cash dnidend oi m the 
shape of bonus shares Some of these reserves, such as those created 
for nocoBsarv depieOiation, lopairs and renewals, are not proht 

Economic Profit 

The not or economic profit thus separated from extraneous 
elements, consists of the following components : — 

( ) Normal profit, which is necessary over a period of time for 
a busino's to continue It consist of (a) normal rewards for Sorgani. 
sation or uaiges of managimtnt and (b) normal reward for risk borne 
by tire propriotoi ( 2 ) Surplus Profit which means anything 
obtained in excess of normal rates of reward for management and 
1 isk-bearing 

Determination of profit 

Profit, like interest, is usually expressed ns a percentage on 
capitil mrostod m a business This is correct to tile extent that it 
accrues as a reward for risk to which such capital is exposed, but 
the method of expiess’on is wrong in so far as profit includes romu. 
noration for personal services of the entrepreneur Where, however, 
organisation and direction are entirely ru the hands of salaried stafi^, 
profit accruing to the enterpriser may well be expressed as a percentage 
on his capital, provided pure interest ns such is allowed for Whether 
we express profit as an annual peicontage earned on the entrepreneur's 
capital 01 as his personal remuneration, the impor-tant point here is the 
forces that determine the rate or amount of such profit 

One thing that is very distinctive about profit is that it is a 
residual income Bent, interest and wages, as remunerations of the 
other throe agents of production, aro'usually settled in advance and have 
to be paid out irrespective of the net earnings of a business If these 
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not oarmnjjs nro Hige m an> > oar profit is enormous , but if oainings 
aie ml, small or negative piofit ma\ well bo loss This is not uncom 
men, some businesses actually inn at a loss for joai-s togetbor'’ This 
cbaiactoiistio of profit ns a losiduo, winch may prove negative incoitam 
jeaisJ^ IS shaiod, it maj be noted, by inloiost and lent to the ostont ^ 
that capital and land employed in a business belong to the proprietor 
Ho has to satisfy the claims of labour and of the owners of bon owed 
capital and hired land His own income nude up of lent and mtorost 
as well as of profit luay suffer 

Considered fiom a short ifei lod pomt of mow piofit is thus a 
lesidual element of income, which nia^ bo latgo s’oro oi negative 
But no business can run for long with /oio oi negative profit , nor can 
it continue to cam fabulous piofits foi any length of time because of 
competition, unless of com so such competition has boon eliminated by 
monopoly Thoie is in every lino of business a nonnal laloofrewaid 
foi organising ability and rislv.boaiing, and such rate tends to prevail 
ovoi a' period of joars Each of the two olomonts of oiganisition, vi/, v 

-management and risk healing, has its own demand and supply prices, 
based on its nurgmal prhduotiv itv and m .rginal cost, which dotoimine 
the average rate of profit coming to each of them The forces of 
demand and supply work in each case as follows — 

Normal Profit, r 

1 Wages of Management Evoiy business needs some 
oiganismg skill, factorv and office must be equipped and directed 
propel ly oi else business, howsoever cfliciont as a pioductivo unit, will 
not show piofit Naturally such managerial ability must bo reinune 
lilted at a scale appropiiato to the giado of such ability The scale 
of such lemuneration can be ascei tamed fiom that earned by sataued 
employees of similai businesses Natuially the higher the grade of 
ability needed, the laigoi is the cost of acquinng it and the smaller is ' 
the numbei of persons possessing it at anj time , the marginal produc- 
tivity itself is high Thus both supply and demand puces aie directly 
related to the degree of managing ability and the wages of manage- 
ment or superintendence They are governed hj the sames forces as 
wages of labom They diffei from industry to industry and fiom one 

t 'Incidentally loss is also profit ^though of course negative) m 
the sense that it is the reward of enterprise 
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hazards of the sea, accident, riots, earthquakes and storms are now 
easily insurable The piemiums paid by a businessman reduce both 
risks and profits But there are othei types of iisks which are not so 
ceitam in their incidence, and cannot theiefore be insured against Snob 
are the risks arising fiom changes in population and ils tastes, progress 
of now m\entions and piocesses in production and tianspoit, discoiery 
of now sources of supply and exhaustion of the old sources, and changes 
in supplies of mone^'' and credit All these cause fluctuations in prices 
and costs of goods and theiefore in piofits accruing to then prolucers 
Such risks aio a continuous feature of modem societies They are 
taken oier by entiepieneui's, who leap the rewards foi rendering a 
necessarx seiMco 


Surplus Profit 

Normal profit is due to the efforts of the enterpriser , it is a 
necessary element of the cost of production of goods produced by him 
But an j thing obtained ox er and above this is surplus profit , its 
accrual s not essential for the continuance of business Such surplus 
or excessive profits maj be due to one or more of the following causes - 

(a) Existence of monopoly, which enables the enterpriser to 
restnet output and raise pnea above cost tfi) Special adoantages in 
time and place A now factory started in a new place may continue 
to yield high profits until other competive firms come into existence 
in such place or locality But such extra profits are reallj in the 
nature of tempoiarx monopolj piofits, emerging because of scarcity 
of goods produced in relation to the demand and because therefore a 
price higher than cost can be charged, (c Chance gams Profits 
resulting fiom such causes as war are accidental Thej' are surplus 
and not normal to the extent that their existence is not nocessarj for 
a business to continue They are really exceptional gains But 
usuallj they are offset by chance losses such as those occurring in 
times of trade depressions The bulk of such gains are now appro* 
priated bj the state in the form of excess profits tax 

Some economists have argued that surplus profit is like rent and 
does not determine price This is of course troie rn so far as such 
profit IS not an element of the cost of production but is a surplus over 
such cost, obtained because pnee is higher than it This is particularly 
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liioan tho same nnaual rate of 30% on Es 1,00 000 as m iclai'l Iradd 
This cqualifcs jn tho annual rate of profit on capital and v.ido variation 
in tho rate of tiiinoaor piofit aro tho natuial outcomo of corapotition 
and mobility of capital If tho rate of tumor or profit r^'oro as high in 
wholosalo as in rotail trade, capital is likely to bo tiansfcircd from 
tho latter to tho former until the annual profit obtained in the trro 
linos becomes more or loss equal This accounts for tho fact th it in 
tho shipbuilding and locomotiro manufacturing concerns, vfhoro 
annual turnover IE a fraction of tho total cipital imostod, tho rate of 
profit on tho turnover IB higher than tho 5 early lato of profit on the 
capital invested 

The Pufarc of P/oflls and Private Enterprise 

Apart from socialistic schemes of nationalizing both private 
capital and private onlorpriso, normal i>rojlts hko interest will conti. 
nue to oMst because saving, managing and iisk hearing are necessary 
and yet scarce factors of production It is ti no that oiganising abilitv 
is being acquired by incioasing numboiB with the spread of general ' 
and technical education , risks of business are also being studied and 
reduced through advancement of knowledge in the fields of scicnoo and 
statistics, this should lower both tho wages of managoinont and reward 
for risk They aro actually going down in older industries like cotton 
manufacture, whoso technique of production and marketing has bean 
perfected and stabilized But it is equally true that tho demand 
for managerial skill is keeping pace with its supply, while new 
industries with fresh risks aro appearing as older ones aro mastered , 
the result is that profits aa a whole show no tendency to disappear or 
even to go down Surplus profits due to monopoly, temporary or 
otherwise, aro, however being increasingly xoduood through growing 
competition and state action 

But private piofits as n whole must vanish as and when 
private enter prise is itself abolished Marxian or communistic 
thinkers call profits as robbery Accoidingti them they aro secured 
at the expense of the workois, who pioduce all wealth and aro 
entitled to the whole of it It is, however, evident that oven in 
their scheme wages of management wall remain to the extent that 
trnnsgeis have (o Le employed And such wages aro much 
higher in the coirmunistic state of Soviet Eussia than the wages 
of ordinary workers wo call labourer's — skilled and unskilled It 


CHAPIER XXIV 
WAGES 


The nature of wages 

In the language of common use wages denote daily or weekly 
pajments m'de to hnad manual labourers tbeir employers 
In economics the term wages is i-sed in the much wider sense of 
remuneration obtained foi ana kind of woik — manual or rcentnl — 
e"^cept that of oiganisation and dncction ol a bisiness The latter is 
technically orgartsaitott ond not Iaboui,?nd its leinuneiation is called 
wages of management Tot there is not much diEference between tie 
two so far as forces determining them are concerned AYages in tli s 
broad sense aie not necessanly mcom< s of those employed by others, 
those who work in their own business also get wages in the shape of 
an e^tra income over and above interest and pio6t on cap’tal invested 
Again, though the vast majority of woikois are emploaeesand get 
stipulated rates of wages iirespectwe of profit or loss to the employers, 
independent workers, such as hawkers and handloom weavers, may 
lose wages along with inteiest and piofit if market piico of their 
products turns against them for any leason And, of course, wages 
may be received in cash or in kind, and may be called by ana name 
such as salaiies, foes, commiss’on or bonus 

Al'ages are as a rule pud in cash m all economically advanced 
cormtries of the world, but part of them may be paid m kind m the 
shape of free lodging, hoarding or other concess'ons attached to* an 
occupation Cash wages may themselves be pard by the Unic, i & so 
much per week, or hr the fitece, that is, according to quantity of 
output irrespective of time Part of Loth timo and piece wages may be 
paid annually as bonus or as c mmissiOD, or as a share in profits calcu- 
lated as a percentage on the quantity or value of output or on the net 
profit of the business as a whole Bonus and piofit sharing schdmes 
are now being increasingly adopted partly to interest the workeis m 
the success of a business, and partly to keep them pacified For 
example, if bonus on moutblr output pai woiker beyond a certain 
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mimmtiin quantity oi n slme in not piofits is piomisod, the labourers 
aio almost certain to o\eit their energies to the utmost Such 
payments pi ore advantageous to both the omplovees and the 
employers 

Time and Piece Wages 

ir 

Piece or cjficuncy wages are those paid according to the amounr~~ 
of output of each ivoiker The system is advai tageous as (!' it 
enables a vroilcer to put in extra effort and incieaso his income (2) the 
more officent uoikoi earns more than the less effic'ent one and thus 
offiG’oncy IS piopeih levraidod and encouraged (3) output is gieater, 

IS Inch means incioaso in national dividend (4) the employer is able to 
obtain \\ 01 Ic accoi ding to payment, to estimate easily piime or direct 
cost pel unit of output, and to pick out the moie efficient avoikers for 
suitable piomolion (d) Fixed capitil equipment in the shape of 
machmoiy and buildings is moie intensisely used and thus supplo- 
mentaij costs poi unit of product are leduced (fi) The consumers 
also gain to the extent that the piece- \sago sjstom reduces costs and 
prices of goods But the system has its drawbccks {a) It may 
load to detoiioiation in quality and is unsuitable ivheio quality is 
’mpoitant [b It is impossible to apply vhoie goods aie not standar. 
diyed and work cannot bo moasuiod such as tliat of supervision by 
foicmon (c) ^Yolkol’s peiiodical income and standaid of consumption 
aio likely to become iirogulai {d) Thoie is the likelihood of the 
uoikois oieistiaining tliemsehes and ruining then health (c) Em. 
plojoi himself may bo a losoi to the extent that machinery and 
mateiials aio handled with loss care to inciease output 

Time Wages system is free from tlieso disadvantages and has 
its own merits in so fai as the worker, locening a fixed sum per week 
01 month, will (1) pay piopoi attention to quality' of work, (2) use 
carefully machinery and materials, (3) have no reason to overwork 
himself and (4) have a regular income and family budget (5 The 
s^ stem IS simple to onfoice, requiring no dailj"^ record of output of 
each worker , it is of course inevitable where work cannot be measured 
such as supervisoij' and repairing woik Against those merits it has 
its own dtawbacls such as (fl) slackness, to prevent which more detailed 
and costly supervision becomes necessary, (6) the more efficient workers 
ate apt to become lavy in the absence of any evt ra reward and 
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(c, the employer can neithei judge noi leward pioperly the differences 
of efficiency of the emploj ees 

Nominal and Real Wages 

Nominal or money wages, -whether paid by the time or by the 
piece, denote the amount of monej a workei receives as -wages periodi. 
cally In these -we may also include any estia sums of money 
received as allowance or bonus and the monej value of periodical 
receipts such as fiee house and uniform provided bv the employe! Resl 
wages mean the amount oj tieccessartes and comforts of life which 
money wages of a V oiler proem e in the market Evidently it is the 
loal wages which deteiinine the worker’s welfare A comparison of 
money wages prevailing in one locality or occupation and another, or 
in the same locality or occupation it different times, gives us little 
indication of the differences m welfare of the recipients Eor this 
pmpose we ought to bo able to form an idea of the quantity and quality 
of food, cloth, shelter and other amenities of life which money wages 
procuie at different times and places The most important factor 
governing real wages in an occupation at a particular time and place 
IS the purchasing pow ei of the money wages A highei money wage 
at one place oi time than at anothei may be illusoiy, being countei- 
balance by higher piice.level oi cost of living Thus although nominal 
wages, including dearness allowances, aie now much higher in India 
than they were before the war, the cost of living index is higher still 
and real wages are in most employments appreciably lower Eor 
example if cost of In mg has risen four times as high as it was before 
the war and wages are only twice as high, real wages have gone doavn 
by 50 per cent This is the reason behind the prevailing atmosphere 
of strikes and threats of strikes by employees of factories, railways 
and other establishments 

Net advantages 

In ascertaining the real wages of an occupation we must make 
an estimate of the net advantages accruing to its workers Having 
taken into account the purchasing power of the money wages we must 
add other advantages aaailable in it, if anv, such as («) allowances m 
money or kind including pensions, [b) facilities in respect of medical 
aid and education, (c) chances of supplementing the family income, 
{d) security and regularity of employment and chances of promotion 
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and (6) tlie extent of leisuie available and sbcial status attached to It 
Deductions must bo made for such disadvantages as («) expenses 
connected with an occupation and homo b^' the woihers, e g„ piovision 
of tools by the caiperters and masons, [b) iiiegularity of employment 
and (c) mferioi social position oi hardships attached to it It is these 
net advantages which constitute the loal wages of an occupation and 
act upon the supply of labour in it Tho^'^ differ from occupation to 
occupation according to difference of general education and ability, 
specialized skill and efficiency required in the employees 

The net advantages in terms of real xuagcs or incomes tend to 
bo equal in^ occupations lequnng similar grades of physical and 
mental abilities through mobility of workers from lower to higher 
wage employments Thus unskilled manual workers such as 
porters get more or less the same net real wages in factojies and 
farms and m cities and towns Peons emploj'ed in almost all offices 
or institutions get nearly equal wages Differences, whore they 
exist, are only fli/i/iarsn#, being only in nominal and not real wages 
Lower money wages in one place or occupation are usually com. 
pensated by other allowances or conreniences For example, the 
lower daily wage of unskilled labourois in the villages is compensated 
by rent-free houses, free supplies of fuel and greater leisui e The 
higher daily wage in cities is counterbalanced by higher cost of 
living in the shape of house rent fuel and separation from family 
and friends Again, lower wages of peons in some government offices 
may be compensated by free quarters and uniforms and extra 
income in the shape of tips paid by visitors Of course differences 
in net advantages pei’sist to the extent that mobility is hindered 

Determination of Wages 

Gradation of Labour 

Wages are the price of labour or personal services render od for 
a given period of time or per unit of output , as such they are deter- 
mined by the demand for and supplj' of laboui But all labour is 
not of one kind , there is a number of different grades of labour, each 
of which has its separate conditions of demand and supply Such 
grades fonn largely non-competing groups, that is, there is in practice 
little mobility from one to the other Exceptions there aie hut they 
aie roic, At the lottcm of these grades stands the largest group of 



unskilled manual -woikeis, -wlioBe incomes, temperament and ambitiofag 
all combine to keep them and tbeir descendants in then own group 
Among these we may include all laboureis in urban and rural areas, 
including most of tbe smaller tenant farmers Next comes the group 
of skilled workers, such as carpenters, blacksmiths, masons, shoe-makers, 
wearer-s and fitteis, rrorking independently or as emplojoes in fictones 
and workshops A third rgioup consists of tho educated lower 
middle class, which has some general education and provides clerks, 
school teachers, inspoctois and supervisors for \arious govermment 
depirtments and industrial establishments Then comes the professional 
chss, consisting of doctors, rakils, accountants, professors, engineers 
and salaried business manageis Lastly, theio is the grobp of excep- 
tionilly endowed people, nho are loaders in vvrious walks of life 
Fiom this gioup are drawn ministers, business heads and director's 
of goromment and mdustriil establishments There is enough 
mobility within a gioup , for example, a doctor’s son may become 
an engineer or a clerk s son may become a school teacher and iice. 
versa But moromont from one grade to the other is loss pronounced, 
duo to lick of opnortuu'ty , natural talent or ambition 

There are thus separate wage rates recened by different 
grad s of labour Thero is no general rate oj wages applicable to 
labour as a whole except m tho sense that all tbe particular wage rates 
usurllv rise and fill together due to common factors such as rise and 
fall m the general price. lerol, groiath of capital and inrontions, opening 
up of now natuial rosouices or oxh lustion of the old ones 

The Demand for Labour 

Tho rate of wages an omplojor offers or is willing to offer to a 
I rbouier belonging to any ono of tho numerous grades is his demand 
price for labour of that particular giado His offer of such a rate 
IS based upon the puce society is willing to pay for tho net product 
of such labour This is equally truo of independoit workers like 
handloom weaiers whoso wages come out of the puce obtained lor 
tho r product in tho market Thus tho demand for labour is indirect, 
being derived from the demand for the things produced bv labour 
Where the product is attributable to labour of one person only, such 
as fuel or wild fruit gathered in tho jungle, the whole of the price 
offoiead for such product constitutes the demand price or wages of 
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laboui But the mattei becomes complicated ^here the product is 
the lesult of combined effoits of other agents of production as %\ell as 
labom of manj^ persons belonging to different grades Here it is 
difficult to calculate the contiibution of each single labouiei to the 
piice of the whole product Yet, an estimate is theoretically possible, 
and it applies roughly in practice 

Marginal Productivity determines wages An emplojercan 
offei to each indnidual labouroi of a paiticulai giado wages that aie 
equal to maiginal productivity of such laboui This is the maximum 
ha will not be willing to pay more, and will pay less if he can find 
men willing to accept less This marginal productivity of laboui of 
any kind or grade is, as we have seen in Chapter 21, equal to the net 
addition made to the output b> an additional labouiei of that grade , 
in terms of monej^ it equals the money value of such net additional 
output Pol example, suppose that a weaving factoiy employs 1000 
weavers and produces 10,000 Dhoti pairs per month , Uien if by 
employing an additional weaver the monthly output is increased to 
10,010 pairs, lO pans is the gro'S addition made to the output 
To arm eat net addition wo must deduct the additional quantity of 
cotton used and extra wear and tear of machineiy involved in producing 
the additional lO pair-s Net product m terms of money may be esti- 
inatoc by deducting from the market price of the 10 pans the mone^ 
value of additional cotton and depreciation of fixed capital If each pair 
sells at Es 7/. and the money v'alue of cotton and depreciation are 
togetliei equal to Es 2/- per pan, then the monthly maigmal 
piodrictivil^ of weavers is Es 50 {(Es 7XlO) — (Es 2X10,} The 
factory owner cannot offer more than this and may pay less if weavers 
are willing to work at less than Es 50 per month 

But if marginal productivity is Es 50 and wages, saj,Es 40 
per month it will bo profitable for the factory owner to employ mote 
weavois Then as more weav ers are employed marginal pioductivity 
will decline , additional weavers will theoretically be employed until 
marginal productivity falls to Es 40 Further addition will mean 
loss to the employer Again if, marginal productivity is Es 50 and 
actual wages are Es 60 per month, the employer will incur loss and ho 
will reduce the number of weavers employed This will increase 
maigmal productivity and the process will bo continued until it is 
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The Supply of Labour 

The supply of laboui as a -whole, denoting the total number of 
persons seeking employment at anj Jfcime, is more oi less fixed m a 
country E%6n if -we take into account difierent groups or grades of 
labour we find s milar fi-sity m so far as transfer from one to the other 
grade is largely hmdeiod by the difficulties of moving -up or down m 
these grades \\agos are thus for long governed by marginal produc. 
tivily or demand for labour Yet labour of each kind or grade has its 
supply price, -winch exeits its influence over wages m the long run 
Continuance of a wage rate higher than this supply price of a particular 
grade mcreasos numbers and brings down marginal productivity 
and wages unless pioductirity itself is raised by inventions or opening 
up of new natural lesomcos A wage rate lowei than the supply 
pute reduces numheis entering the pait'cular grade and brings up 
productivity and wages to the level of supply price 

Subsistence Theory of Wages Classical theory of wages 
prctioundod by Sicardo IS based, Irlce lire general classical theory of 
value, upon the supply price or cost of pioduction of laboui It has 
been called the subsistence theory of wages because according to it 
"The natural price of labour (which of course means normal wages) 
IS that price which is necessary to enable the labouroi-s, one with 
anotbei, to subsist and to perpetuate thou race, without either increase 
or diminution ” It means that wages tend to be equal to the amount 
of bare necessaries of life required by a lalouiei’s familv to subsist or 
just exist It of couise includes not only food, elotlnng and shelter 
required by the working adult during the period of work but also 
what IS necossar-y to mnntain hrs wife and children and himself after 
retirement Eor if wages aio not sufficient for these latter purposes 
famihos cannot be reared and the labour force will m the course 
of a generation disappear altogethei Thus the cost of laboui supply, 
or the supply price of laboui, includes maintenance charges of the 
working labourer as well as his family, and wages equal these charges 
for the labourers "t suhs’st and to perpetuate their race without either 
inoioase or diminution ” Wages are maintained in the long run at 
this subsistence level by (a) moieaso in numbers if they rise above 
this level, for the higher wages enable the labourers to many early 
and rear larger famil es, (b) decrease m numbers if actual wages fall 
below this level because wages lower than necessary for subsistence do 
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woikcie fixes the naininium xvagos, below which woikers will not 
many anti piocreate children It helps to raise and keep up wages 
by (a) limiting numbers that aie boin, or restricting increase in popu. 
lation caused bj rise in wages abo\o the subsistence level , (b) increa- 
sing efficiency or marginal pioductivity tbiough bettor standard of 
consumption, and (o' raising, as it woio, tbo cost of production or 
supply of labour Bas,c v,agcs of skilled ViOikers and other superior 
giades of lalour are also laiscd by a rise in their rospecfcne standards 
of liMug ipnit ficm the additional wages they get due to cost of 
educat'on and technical training then occupations demand The rise 
of the standard of bring and wages does not falsify, it may bo noted, 
E caido's thooiy of wages Wages are still governed by the cost of 
maintaiiring labour, the standard of livmg raises this cost and through 
it wrges The theoiy is thus confirmed 

It is ncccssarj to note here that wages and the standard of 
bring are mutually related Tlio standard of bring cannot rise rrith. 
out a rise m rvages, rvagos cannot rise without an mciease m pioduc* 
tivity of labour Standard of living can only maiirtam wages at a 
lerel to which they hare already risen by such causes as inven* 
tions and discovery of new sources of materials and power This is 
confirmed by the recent economic bistorj of industrially advanced 
countries, whore wages and standard of living have gone up together 
Thus w’e sec that rise in the standard of living is not the original 
cause of high wages , it helps only in maintaining high wages Nor 
are high wages necessarily the cause of high standard of living 
People accustomed to a low standard of subsistences maj fritter 
away addit.onal wages in haimful consumption or m increasing fami. 
lies This is usual if the rise in wages is tompoiaiy It is only a 
sustained rise in wages, caused bv increased productn eness of labour 
and acccmpanied by progress in liabits of tliought and living, that can 
1 use the standard of living Increase of productive capacity in India 
through planned development of agriculture, mines and manufactures 
is expected to raise the wages and the standard of In mg of Indian 
masses Thoio is no other short cut that will succeed 

We sea then that wages of any grade of labour are determined 
by its marginal productivity, discounted at the current rate of interest 
Such wrges are also influenced or er long periods by the supply puce 
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of Guch labour ns gorornod b\ its stantlaicl oflning plus cost of 
education and liaining roqunod in its inombors "Wages tend to 
equal the not product of laboui, its inirginal productnitj rules tlio 
demand piico foi it, and, on tlio other sido, wages tend to retain a 
close though indirect and intiicato lelalion with the cost of roaruig, 
training and Bustaining the onoigj of efficient lal our ’ ' 

Wages Fund Tlieory. 

John Stuait Mills Wages Fund tbcoiy was foi a time accepted 
as conoct bi t its wcabnesscs woio soon rcali ’ed and it was abandoned 
by the autlioi hiniscH It is now only of histone il interest 
Accoiding to it a put of Ibo limited capit il at the disposal of the 
employ ore at anv time is used foi fixed capital and anolhei pait, 
called tho ciiculating capitil, is set apiit for hiring labour oi paaing 
wages Tins latter part, toimod V/agos Fund, is fixed in amount, and 
wages are determined by tho relation between tins fund and the 
number of labourers seeking omploameiit Tho formula is simple 
Wages aiQ equal to wages fund di\idcd by the number of labourers in 
a countiy Eridently then wages iiso if the numontoi or tho wages 
fund inciensos, or tho denominatoi or the number of laloureis 
decreases Thox will of course fall with an incicnsc in the number of 
labourers oi a dccicaso m the amount of tho wages fund The theory is 
obviously oiToneous Tboie is no fixed wages fund, it incrca=os and do 
Cl eases as omploamont of labour becomos moio and less profitable Tim 
theory takes both demand and supply'of labour ns fixed, but demand 
isieally norcr so fixed Noi cm it explain difTerenccs of wages. 

Differences of Wages, 

Wages vaiy voiy widely not only from ono locality oi occupa- 
tion to anothoi but also fiom ono person to nnothoi engaged in the 
same occupation This is true of both nominal and leal wages 
Some of these diffoionccs may bo only' apparent , foi oxamplo, 
monex wages of unkilled labour in villages aio lower than in cities 
duo laigoly , as wo have seen, to difforoncos m costs of living Ecal 
wages are more 01 less equal Again, voiv often lower money wages in 
ono place or occupation than in anothoi for similar grades of labour 
are due to the existence of vaiiations m other advantages available 
in those occupations oi places Any real diffoioncos that do exist 
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aia well.organized and ^^hose sar\ices are important for the hfa of the 
community such as Eail^say and Postal .vorkers, have greater chances 
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aie based on ceitam assumptions like poifoct kno^vledge of facts of 
the market, fiee competition and loady mobility of the agents of 
pioduction To the ei^tent these assumptions are not \alid in actual 
life, theoiies do not gne us the tiue pictuio They aio not photo- 
giaphs but only paintings , yet thev are of leal value in undeistanding 
the -working of economic life With this backgiound -we may now 
examine some of the significant forces that cause wages to diveige 
fiom the theoretically deteimined levels 

I Ignorance The most iinpoitant of these is ignorance of 
both einployeis and employees about what the level of maiginal pio- 
ductivity in real oi monej terms is foi auy giade of laboui 
klathomatically accuiate calculations aie not possible because definite- 
Ij' accurate data about the costs of other factors land, capital and 
oiganisation — aie not available It is only by experience extending 
ovei a number of years about the net eainmgs of a concern that the 
employer can make an estimate of marginal productivity of labour 
and that very roughly Xhe result is tliat wages prevailing in an 
industry may remain foi years higher oi loner than marginal 
productivity 

2, Hindrances to Mobility and Competition Even such 
knowledge as is possessed by woikcis and capitalists cannot be 
utilized to the fullest extent because ncithei labour noi capital can 
•iffoid to move immediately from the loss to inoie piymg occupations 
or localities, or to stop working as soon us then remunerations fall 
belo-w' then theoretically determined contributions to the total output 
Laboureis have no loseire to fall back upon and accept lower wages 
rather than starve Capitalists put up not only with reduced but 
negative rewards in the hope of bettor tunes returning with lipse of 
time The same cause explains difference nr w igo rales obtained by 
similar workers in different establishments or places 

3 Inequality of Bargaining Power Labourer's, imless they 
are organized into strong trade unions, are weaker as bargainers than 
then employers , the result is that w'ages tend to be lowei than marginal 
pioductiMty Where trade unionism is strong workers are able at times 
to push up wage rates above marginal pioductvity But this can 
only bo for temporary periods , no employ ei can iiut up for long with 
24 
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continued losses MO 10 peimanenb pushing up of wages is, of course, 
possible by the adoption of a 'closed shop’ polioj by a laboui union 
Eeslnction on numbcis admitted to an occupation pushes up prices of 
pioductb uid in uginal pioducliMtj and wiges of laboui, but \t the 
ei,pouso of mcinbeis of open unions as \\c shall see later 


4 Industrial Booms and Depressions During pouod« of 
using prices inaiginal pi oductiMt\ of lahoui in terms of mouoc, at 
in\ late, iiscs \\ igcs do use mlh picssuio c^oited h\ labour 
unions, hut with time Iig ind perhaiis ne\ci inopoitionatcK The 
result IS Idl in led w a 8 below pioductuitN iiul o\eoptiondl> high 
ounings leerumg to omploxeis Opposite h ippens is puces begin 
to f, ill ind dcpicssioii in tiado sets in Wage cuts me resisted b> 
unions , in me cisc leduction in wages in such ponods is seldom 
proportionate to the f 11 m puces ind marginal productnitj of laboui 
m toims of monej R^d wages thus tend to bo liigboi and loturns 
on cwpital and entcipuso lowci tlnn llioii lespcetno productivities 
at the maigin 

5 State Interference In addition to the intoifoienco bj 
employers’ and worhcis’ unions in the leady adjustment of w iges to 
changes in prices of output the state is exercising increasing control oter 
wage lates usually m favour of the woiLers Apait fiom laws governing 
factory conditions and compensation ^.gainst accidents go\ ornments 
now go so fai as to fix rates of wages and bonus payable to worhers 
And as such rites (aaour the worheis, wages are likely to bo pushed 
up above marginal productnity' as is tho case during periods of 
dopiession The lesult is aitificial dopiession m profits, followed 
by fall m production and incieaso in unemployment under tho system 
of private enteipi isc 


Limits to Wage Fluctuations 

^e base seen soinetliing of the forces that make wages diverge 
from marginal pioductiMtc However the effect of these foices is 


tempoiary , over longei peiiods the factois of production other than 
laboui as well as laboui must have norm il leward — no moie and no less 
Here thin norm d rewards, except in the case of land, will increase 
supplie, of the factois of pioduction and bring rewards down to the 


normal ’e\el lew uds lower than normal will reduce supplies and push 
thorn up to the noimal le\el It is onlx temporarily that wages can 
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T 3 uvrillmglv he mav, howe\oi, bo comnollod by worbcrs oiganizetl 
into stiong hade \imonB to pay were than margtnal productivity 
in ceifcain cases But then the limit to Inch v, ages can use is the 
extent of the loss of vtcomc and capital which an employer is 
•willing to suffer lathei thin dose down the husincsB In poiiods of 
dopiession a considerable nuiiibei of uitoipiises haie been obseiied 
to run continually at zero or e\en ncgitnc piofits in the hope of 
better times letiiiliing \Yheic\ci fixed costs are laigo, it is bettoi 
to lun the factoiv at some loss oioi cuiTent output unless futuio 
prospects are gloomy' and final close do\ n is decided upon But such 
an abnormal wage rate ernnot but ho temporary If, ho'wovoi, rise in 
•wages forced upon an employer enables him to raise the price of the 
pioduct and mriut un his own piofits, -wo have a case -where the 
\ oihcis hare lealh rusod ihoii maiginil pioductivity itself along 
with wages Such use c.iu ht. enduring Similar is the case where 
the use 111 wages lords to m increase iii the efficiency of either '•*”' 
worhei’S or that of the miuagement 
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labour marhet We all %\ant puces of <joo(ls to he as lo<\ as possible, 
blit fo^ of os v,ill v,anb v,a«es to be lo\% incspoctue of (ho essential 
needs of the lecepiont Eaen if wages aie equal to maiginal pio 
ductn ty we all want them to he higher if they are not enough to 
maintain the woikoi and his famih at a certain standiud of comfort 
Apart fiom feelings of humanita, it is essential in the interests of 
society itself tbit woikeis families should ho well-fed and clothed , 
for without this thej cannot ho efficient now or m the future 

Iliese peculiarities of lahoui load chiefly to foui omIs— ( ) Ion 
wage:, (2) long hours 3 had condition'- of woik and In mg and (^) 
loss of total income and added iniseiy icsulting fioin old ago illness, 
industii il accidents and unemployment Eecognition of these o\ils 
lias given use to several movements dnccted tow.irds the imjiroverront 
of the condition of tlie vvoiking classes Incteasing in potus to 
these movements his heeu given by rapid piogiess of huge sc.ilo 
huBsiness m all tlio iinpoitant blanches of pioduct on, including 
transport and marketing, and conversion of vast numhoi-s of people 
from independent workers living in vi’liges or smill towns into 
mere wage earners crowded in small areas of big cities As a matter 
of fact, all the programmes aiming at economic and social reform are 
nowadays centered round wages and the problems of labour They 
have all affected, and been affected by, one another in a greater oi 
less degree The chief of them are (l) Labour IVelfara Schemes 
undertaken mostly by employ'ors themselves and supplemented by' 
the state ard the labour unions (2) Trade Umontsm or combitt 
altoii movement among vuorbers themselves (3) Lsgtslattva and 
admtnstratwe measures taken hv the state, interfering m the wage 
contract between the employer and the employee (4) Coofieratton 
among workers, promoted largely by non official agencies and act 
ively supported by the state (5^ Soctaltsm and Comtmntsm 
Of these the last two — cooperation and socialism — ^have revolutionary 
arms, wanting to eliminate the employer altogether Cooperation 
wants to make the workers themselves masters through their own 
voluntary efforts and in a peaceful manner Its organisation and 
methods have been e-sammed in Chapter XI Socialism arms at 
nationalising capital and enterprise through the democratic method 
of the vote Its extreme wing. Communism, also wants to socialise 
epfiei-piise but more thoroughly and by violent methods, viz , through 
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opagatmg li.itiocl amongst tho -worlvois against tho capitalists as a 
iss and captmiiig state machincij tluough niilit.ux coups Tliose 
ms aio much aMdoi tlnvn ineio iinproasmcnt in Nsagus ind woiking 
nditions of laboui llioy \\.int to bung about eciinbtj in iiicoineb 
id wealth and baAo baen touched upon in Chaptoi XXI Heie it 
pioposod to deal with the first three inoNomonts, which hare tho 
nitcd objoctiroof reforming some of tlio conspicuous evils of the 
pitalistic organisation of mdustrv' 

vlls of the Capitaltstfc System 

\11 efforts in tho diiectior of itnpiovmg 1 ihoureis’ condition — 
hothoi officials or non-official and lofoimatoiv' oi rovolutioiiirj in 
icn scope — losl u])on the rccogn'sod evils of the industiia' system, 
nn out of what has been chilled tho Industml Revolution These 
ills arise laigolv’ from tho profit motive of tho private ontropicmurs 
id their strong position as baigainors m tho laboui market Thov 
•e : (1) Low wages and unduly long liouis of woik, which the 
orkoiB thrown out of domestic industries are foiced to acoopt (2) 
ad working and living couditionf, resulting fiom concentration and 
.orciowdmg of large uumbois of vvorkors in factoiies and tenements 
ith low roofs scarce ventilation and bad sanitation 3) Employ. 
lOnt of vvoinoii and cliildien, resulting in tho doteriontioii of tho 
salth of the futuio sources of labour supplj of tho nation 
■j Misery caused by 'apait fioni low w iges and bad conditions of 
orkmg and living) loss of oainings during illness, old age, unoraploy. 
lent iiiid through mdustiiiil accidents 5’ Concontiation not only of 
ipital but of tho povvoi of initiation and dncction of business in tho 
ands of a few big omplovors, with tho consequence that tho workois 
lO not only poimnnontly bossed over but lose intorost m thou own 
oik This cimiot but damp then ontiuisi ism, loduco efficiency 
iid damago soci il intorcst along with thou own 16 Emorgonco 
f disputes between employois and employees about wages rad 
01 king conditions, leading to strikes and lockouts Tho rosultiiig 
rssrtion of woik injures tho intoiosts of society as well as of the 
ipitalists and workcis The thioo typos of efforts devoted to the 
smoval of these evils rad os.aniined in this chapter are (l) Labour 
ifoHare, t2) Trade Enionism and 3) Laboui Legislation 

,abour Welfaie 

Tho toim laboui wolf ire used in i wide sonso includes all 
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kinds of actn ities -undertaken by tbe state, employers oi any other 
agency for the betterment of the condition of the -wage-earning 
classes In a restricted sense, ho-wo-ier, it denotes amenities provided 
to his '^orkelS by the emplover himself o%ei and abore those 
prescribed bj labour la-ws Official and non offical agencies also 
supplement these acti-v ities to some e\tent. as we shall see These 
amenities mry include fioe or ass'stcd provision of better bousing, 
medical aid educ,ation, entertainment and recreation Some of the 
enlightened emploveis like Henry Ford mav go further and on then 
own initiative raise vvsges, reduce hours of woik and introduce 
schemes of bonus payments and piofit.sharing Such welfare 
rctiYities of the employers may be based on humanitarian grounds 
mly , philanthropicallj minded employers go far towards accepting 
reduced incomes for themselves m ordei to raise those of their 
employees Eobert Owen was such an employer, vvho started active 
promotion of emplojees welfaie larlj in the nineteenth centmy 
He has admittedlj been the originator of labour welfun and 
cooperative movements It is such employers that have pointed the 
way to and promoted legislation bv the state in favom of labour 
Usually, however welfare schemes undertaken by the employers 
are dictated parth at least by what is called enlightened self- 
interest Well paid, well-housed and well caied for labour becomes 
more efficient and v lelds good returns on the emplover s investment 
in these activities Increased efficiencv raises marginal productrvitv 
and provides economic as well as moral justification for the initial 
rise in wages and free grant of other amenities Labour welfare maj 
in fact increase the profits of the emplover and lower prices of the 
product to the consumer The dictum, ‘low paid labour is dear 
labour , has a large element of truth in it 


Eecognising this the state has begun to compel bv law uariowly 
selfish emplovers to provide certain minimum amenities to their 
emplovees The Government of the Hnited Provinces has recentlv 
started a training class for labour welfare officers, and intends to isk 
e.cb factorw owner to employ one of these qualified hands for 
initiating and supervising measures of labour welfare in his factory 
Tbe bigger Indian concerns like the Tata Iron and Steel Co and the 
British India Corporation generallj spend large sums over providing 
to then omplojees amenities much beyond those made compulsory 
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by legal enactments Ihese efforts of the employers aie supported 
by the central, provincial and local governments Eor example, tbo 
XJ P Gorernment has established during the last few ^ ears Labour 
Welfare Centres in the bigger industrit.1 towns of the Province Their 
chief activities are provision of free medical aid m case of illness and 
confinement, adult education and training in and entertainment by 
music of factory laboui Some of the political parties also supple- 
ment these a\elfare activities of the state and the emplovers, but 
unfortunately most of these are restricted to propaganda against 
employers or the government party m power and ropresont little 
more than purely selfish efforts at catching the \oles of the growing 
industrial population 

The most important of these welfare activities is centerd round 
housing of labour Usuallv tl^e labourers are crowded in small, 
ill. ventilated and most insanitary bnsUs found in each industrial town 
Provision of bettor and more spacious quarters proves usually 
uneconomical, as the w'brkeis’ wa^es are seldom enough to afford 
monthly rents that will cover interest and depreciation on investment 
in buildings Employois who do pioride quarters ha^6 peiforce to 
charge less than economic rents and the resulting deficit constitutes 
one of the costs of production Pew employers ire able to afford 
to incur these extra charges in the compotitne market Financial 
assistance by the Provincial goveinment or local bodies looks to bo 
essential in this matter It may bo extended to the employers or 
to private buildois in the shape of grant of free sites and loans at 
lovr rates of interest or direct money giants Another altoinatno 
would bo to compel each omploioi by law^ to provide standard 
typo of quarters per working family at a loisonably low rent The 
deficiency on the annual return on investment will then Lll on all 
the employers, who will bo able to pass it on to the consumers m 
the shape of higher puce of the product, as is the case -with other 
necessary costs, including those imposed by obseivanco of existing 
factory laws 
Trade Unionism 

Trade Unionism leiiiesents organisation among w'oikeis for the 
amelioration of then lot by then own combined efforts It originated 
along with the factory system in England m the early nineteenth 
century and has now fepiead throughout the industrial nations It, 
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feg other labour movements, rests primarily on the decidedly weak 
postion of the workers as bar gamers m the contract of employment 
In any establishment they as sellers of labour are many and poor 
while the employer as puichasor of labour is one and rich When 
organised into a union the employees bargain collectively , this 
strengthens their position 

Organisation Unions may be ciaft or irade unions, which 
denote organisations of particular typos of skilled labourers such as 
locomotive drners of a railway company or locality These local 
organisations may then form countrywide federations Irdustrtal 
Unions respresent wider combinations, including all kinds of workers 
engaged in an industiy such as Indian Eailwaymon's Federation or 
Indian Postal and Telegraph Workers’ Union There may of course 
be local industrial unions composed of worker's belonging to one 
company or localitj such as the employ ecs of a single cotton mill 
or of all the cotton mills in a localitj , e g Cawnporo and Abmedabad 
Labour organisations These unions mav bo open, welcoming any 
one who cares to join, or thej may bo doted unions, restricting 
admission by imposing stringent conditions for admission such as 
long terms of apprenticeship and high admission foes Such closed 
unions are generally formed by skilled workers and they sometimes 
adopt ‘closed shop’ policy, that is, they do not allow non union men to 
be employed The result is monopoly of supply of labour of the typo 
concerned and wages arc then raised too high at the cost of other 
classes of workem who are unoiganised or who aro members of open 
unions Federations aro usuallv formed bv the various local trade 
and industrial unions on a national scale, representing particular 
types of workers of a whole country A Trade Union Congress, 
such as the All India Trude Union Congress, represents umons of 
all or most of the national federations and may embrace the 
workers of all the mdustrios in the country including those run 
by the state These suparcombinations naturally add further 
strength to the workers morement 

Functions Local and federal rmions promote the interests of 
their members in the following important wa-j s — 

(a) Collective bargaining The organised members bargain with 
the employer or employers colleotivelj through their representatives 
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m regaid to wages, bonus, houis of woik and conditions of woik and 
’living The demands considered to be minimum aie enforced through 
4he weapon of slrtke IPunds are usually collected by subscriptions 
Vfrom members and donations from sympathiseis for supporting 
the mombers during the period a strike continues Such strikes are 
now used not onlj to raise wages but also to improve other conditions 
of the labour contract It is now becoming usual for the unions to 
demand a share no^ only in profits but also rn management through 
formation of works committees, representing employers and employees 
This function of the unions is the fighting functton. It easily 
enables the workers to obtain real wages equal to then marginal 
productnity whore they happen to bo lower than tins Temporarily 
ihoy can be raised above marginal Iproductivity as we shall 
SCO presently 

(b) Welfare ActivUies. AnothJi function of the unions is 
io help the members by proa iding oduca'^ion and techincal training, 
lecroation and maternity, sickness and unemployment benefits to 
iha e\tont those are not available from the side of the employers 
and the stute Such benefits may be financed from subscriptions or 
provided on a cooperative basis i e by forming cooperatve societies 
for different purposes These activitros may also include propaganda 
for the raising of cultural and living standards of the members and 
isually lord to increase m efficiency anl economically justified rise 
in wages 

Political function. Most unions now tiy to go further and 
either set up their own candidates for election to legislatuies or 
support candidates of parties sympathetic to labour , The aim is 
generally to promote thiough^such members of parliaments legislation 
in favour of the workers Naturally logislrt on compels the emplojeis 
to provide wages and other conditions piesciibed by law and relieves 
:be unions from constant agitation As the political strength of the 
anions grows they may of course demand revolutionary changes 
m the mdustnal set up such as socialisation of industries 

Trade Unions and Wages, The mam function of the trade 
unions IS the raising of real wages, in which we must include all 
joncessions which help to improve the standard of living of the 
workers, such as free housing, medical aid, recreation aijd eyeu 
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mcrea^od leisme lesulting iiom shoitcned hours of 'uoik Br the 
strength der eloped through combination and collectne bargaining the 
Unions can raise -wages poiraancnlh under certain conditions (l) 
Thej can bung up the -wages to the level oj marginal productivity 
-where the\ stand belo-rr such Imol eithoi due to the superior 
bargaining strength of the cmploroi or to the ignomnce of the 
rs 01 hers hxiv increase in -wages beyond this cm only bo temporary 

as it -wdl be '’t the cost of the oinplojeis normal profit, any 
substantial reduction in -which is bo and to compel him to close the 
business, or at least to reduce the laboui force until marginal 
pioductuitr iiicieases to the new bighei lerol of -wages 1.2) Wages 
can also bo raised to the e-^tent tint unions can raise efficiency and 
therefoie the marginal proluctnity of the members through thou 
friendK actiMties Heie it mav bo noted that an initial rise m -wages 
abore maiginal pioductn it\ may be made permanent if such use 
raises the standard of consunption and incieasos piopoitionately 
the -worker s eflicionca simultaneously or faiilv soon after the use 
in -wages This is -^ery liheh to bo the ciso whore wages are 
ex.tremely low and keep dow n the consumption of nocessarios much 
below the efficicncs lea el (3) A thud case is one where -wages are 
raised thiough adoption of the 'cfjscrf s/io^> i>oZ»cy by a union The 
strict limitation of membership coupled witli pi eventing the employers 
under threat of stiike from engvgmg non union men, helps to raise 
wages to the extent tint output is kept down and its pi ice kept up 
Here it is ^ case of woikei s monopoly in the field of production the 
benefit of which acciues to the woikeis instead of the capitilist 
In a verr loal sense the marginal pioductmty of labour rises in such 
a case tbiough restriction of numkeis of -workers and the output 
itself Such an abnormalh high v\ igo is ho-wover, obtained not 
at the cost of the of employers piolit (which is maintained 

througber higbei price of the product) but at the cost of (a) the 
consumers, who have to pay higher prices and (b) non-union workers, 
who have to work in industiies where marginal productivity and 
wages are much lower 

Temporarily wages can of course be raised above marginal pro- 
ductivity even b-y open unions But in so far ns output is maintained 
prices cannot be raised and the burden of higher wages falls on the 
employers profits Eeduction in these latter inevitably leads to tb§ 
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lowoimg of wages or retiouchment and unomploymenfc Such a use in 
wages IS thus against the inteiests of the woikeis themselves It 
should also act is a warning to laboui leadeis, who demand, and the 
logislatois who pass, mmiuium wage laws fixing wage rates at an 
uneconomically h’gh lea el 

Organisation of voiheis into unions is advantageous not onlj 
to thp woilvers but to society as a whole in so fax as it helps to 
lemody some of the eaidcnt evils of the modem capitalistic system of 
industry faj To the extent that unions aie able to laise wages 
accoiding to maiginal pioductivity they enable the workeis to get 
what IS due to tliem and to pieaont unjustified inequality m the dis. 
tiibution of wealth and mcoines They also help laise the standard 
of living and efficiency of then membeis by their fighting and 
friendly functions, and the aest of the community gets the advantage 
in the shape of incioased output and peahips lowei puce ('cj They 
indiaectly inciease efficiency of management in so far as inefficient 
omployois, in having to la’so wages, are oitliea compelled to impioae 
then own oaganmation oa to make lOom for others who are able to 
reduce costs and pay the mcaoased wages 

Merits ard Drawbacks of Trade Unionism 

But Labour Umons, bka all class oiganisations, are apt to 
promote then owm naaiow sectional interests at the cost of other 
sections and the general interest of the community as a whole These 
evils become exaggerated to the extent that the workers are seldom 
enlightened enough to understand then highest interests and are 
usually liable to he exploited by politicians for their own ends Thus 
perhaps the basic and the most serious omI of unionism arises from 
(l) leadarship provided persons outside the ranks of labour Such 
per'sons are as a rule ambitious politicians, who excite discontent 
among the W'oikois just to gam then votes It is not uncommon for 
such leaders to foment strikes without sufficient cause Not being 
empioj ees themselves they lose little, while the strikers and their 
families may actually starve and gam nothing if the strike proves unsuc. 
cessful (2) Secondly, the whole life of the commumfy is often paralysed 
hy strikes, paiticulaily those m concerns providing essential services 
such as those of rail wavs, post and telegraphs, water supply, coal mining 
The distrnbauce becomes more widespread whep patiopal l^sdpiatipns 
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deolaiQ a geneml stride ombiacing all or many induatnoa in Bjmpathy 
with the gllo^ancos of tho omplojc; of a single indiiatiy or service 
In such a case not only the oinplojcis but the whole community 
suffers tlnougii higher wages i vising prices of goods to the consumers 
m general apait from the loss m output and disloc.vtion of oconomio 
and social life dui mg the pel lod the striKo continues These strikes 
in basic indusliies, such as mining power supplv and transport have 
of coui-so widoi lepcicussioiis in so far as lliej load autoin iticvHv to 
cessition of woik in manj othei indiistiics depending upon the 
foimoi for powei oi mitorials (3) Another evil is the habihtv of 
some unions idopting clcscil shop policy and inpiiing the inteiosts 
not onl^ of consunieis but of the vast numbcis of then own poorer 
brothien who happen to bo outside the closed union (4) Unions often 
oppose introduction of impiovcd niachmci-j ind methods of jirodviction, 
such as rationalisation, to prevent lotronchment in tboir ranks They 
m\y also at tunes adopt policies of slowing down of the speed of work 
in Older to maintain oniplojniont of thou moinbors, being powerful 
enough to keep w iges up All this is against industrial efficioncj and 
general social iiitoiest (o) The unions inv iriablj try to compel 
euiplojers to fi\ standard rates o/ vagis {or diffeicnt l}i>°s of 
vvoikors without rcgiul to differences in efficioncj of individual 
members of a gioup The result is th it cfficicncv it, discouingod and 
indolence oncoiu iged This c innot but load to loss of output and 
ultimate reduction in wages and the st indaid of living of tlio woikois cf 
the mdustrj concoincd m particular and of the lost of the communitj 
m general For if the unions in each industrv insist upon unifoimity 
in wages, as they alwavs do output is likely to suffer m all industiieo 
with resulting loss of the national dividend as a whole (R, Lastly the 
unions aie apt to piomoto class haired, winch often leats to violence 
and sabotage in factories This is of course suicidal m so f ir as reduction 
m capital equipment cannot but low’or wages and raise cost of iving 

Trade Unions and fire State Eecogniring the advantages of 
trade unionism and the fundamental right of the workers as of the 
other people to combine and foiin associations to piomoto their legiti- 
mate interests, the state usually enacts legislation, peimittmg the 
workers to form unions and compelling the employ cis to i-ecognise 
such unions for purposes of bargaining witli their employees regarding 
wages and other terms of the labour contract Eegisteiod unions are 



allowed to collect funds and thou officeis are made immune fiom 
civil and ciinnnal Iiabilitj’’ in respect of spending such funds and 
doing othei acts m fiutherance of the objects of their unions Howevei, 
to beep the unfaii and evil policies and practices of the unions in check 
the Tiado Union Act in India, as similar Ians in other countiies, lequire 
such unions to be registered, prescribe certain conditions which a union 
must observe m order to retain its recognition by the state and the 
emplo3'eis Uor example, a union is required to define its objects, to 
spend the funds raised on such objects only, to submit a copy of its 
audited accounts every year and not to have in its executive committee 
more than a fixed percentage of outsideis Thus a registered union 
cannot promote or spend its funds on an^ extianoous purpose such a 
general strike 

Regulation of Trade Disputes Closely related to legal lecogni. 
tion of and control ov or trade union activities is legislative regulation 
of disputes between omplojeis and employees Such disputes usually 
result in strikes by the employees or lock-outs by the employer's Both 
cause cessation of production, loss of output and injury to social 
interest as well as that of the parties to the dispute Natui-ally the 
state intervenes to promote tndnstrtal by settling such di&putos 
and preventing then injurious effects Well recognised methods of 
settling disputes are mediation, inquiry, conciliation and arbitration 
Mediation is usually undertaken by non official agencies, i o pereon 
or peisons enjoying the confidence of both the parties Bailing this 
the state may interfere through legal power possessed by it Thus the 
Indian Trade Disputes Law, as amended and extended recently, is 
administered by the Provincial Governments in then respective 
jurisdictions It declares as illegal [a) all sympathetic strikes (which 
means general strikes or strikes by one or mote unions to redress the 
grievances or enforce the demands of other unions) and, (b) strikes 
whose object is designed or calculated to inllict sorere, general and 
prolonged hardship upon the community Eaising and spending of 
funus for such strikes is also illegal This covers the case of 
sevices considered essential for the hfe of tho commumtj such as 
railways and w'atei supply 

However, not to deprive any cLss of workeis of their right 
to seek ledioss of their grievances altcgethoi, strike is usually 
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allov?ed aftei tho lapse of a reasonable period of notice, ■within -which 
machinery of settlement can be set m motion for the settlement of a 
dispute Because of the extraordmaij situat on aiising duimg and since 
the last war this machineiy has been made in India and cthei countnes 
more perfect Strikes and lockouts have in many cases been made 
illegal until the failuie of sucli peace machineiy , in some cases 
pio-yision has been made foi compulsoiy aibitiation The mildest form 
of legal mtel^entlon is the institution of touit of inquiry bj tho 
go\emment The findings of such an impartial court as legaids the 
justification or otherwise of tho claims of the contestants is itself 
expected to bring the unieasonable paity to a better fiame of mind 
and to act accoiding to these findings Bailing this, a conciliation 
hoard may be appointed to go furthei and persuade the parties to 
compromise the dispute Lastly come the compulsoiy arbitration 
boards appointed bj the state Those agencies of industrial peace 
may be ad hoc, i e appointed specially to deal with paitioular 
situations, or they ma-j be permanent if disputes are manj and occur 
often and regularly The a-wards of compulsory arbitration boards are 
then binding on both the parties and pieaent both strikes and lookouts 
The effeebneness of such machinery is, bower or, conditioned by the 
economic situat’on m an industij as icgaids puces, wages and profits 
To the e'rtent Ihit an awiid puts wages above or below 
the level lequisite to the piice.wago profit stiuctuie, onfoicement 
becomes difficult if not impossible Thus tho recent award 
of such a board in the United Provinces has led a number of 
cotton mill owners to dec'aie th jir inabiiit> to continue production 
at the existing lerol of pneoj, of cloth, and tho government has been 
compelled to modifv the awa I in consult it on with tho ropiosentatives 
of emploa ers and emplo^ ^ 

Another methoc adopted to avoid industrial conflicts and their 
evil consequences is the setting up of joint works councils, representing 
both employers and woikers Each industrial unit may have its 
own woiks committee and all such committees may have a central 
council representing the whole of an industry They may he establish- 
ed voluni rtly by agreement 1 etween tho emplovers and the euiplovees, 
01 their formition miy be enforce! by law Their main function 
IS to settle jointly the conditions of work , their scope may be 
extended to include drawing up of plans of industrial tashs and their 
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the belt', (3) All fogislation, in so fu us it favours tbo woikcre, 
raises the costs of production of goods and son ices The burden of 
these additional costs, resulting from the enforcement of labour laws, 
may be thrown (a1 wholly on the consumers if the employois are 
able to pass it on to them through proportionate rfso in prices of the 
products It 18 necessiry to note here tint the rise in the price of the 
products due to such additional costs of legally compulsory concessions 
may handicap the home m ido goods against similar foreign goods, and 
may call for protective measuies Employers are sometimes com 
pelled to raise this question when any new labour laws are introduce! 
by the state (b^ It may bo borne paitly or wholly by the employers 
through a reduction in thou own profits This will depend upon the 
intention and form of the Ivw, and upon the oi,tent to which profits 
are large enough to boar the extra bniden If such r margin does 
not exist m the profits oxtia costs will lead eithci to closing down 
of business or to eyasion ind shifting of the bui den to consumers 
This fact has always to be boine in mind by the legislators (c) The 
whole of the burden of certiin legal measures and a. part of the others 
may be taken or or by the state upon itself, in which case it falls 
ultimately on the tax payers instead of on the consumeis Thus the 
state bears the whole of the cost of enforcement of labour laws in the 
shape of salaries and other expenses of the staffs and offices of its 
department of labour , it also bears a large part of the expenditure on 
general and technical education of the workers, and may contribute 
part of the expendituie on soci.al insuianco schemes As we shall see 
piesentlv, the gieilei part of these latter burdens is as a rale 
thrown by law on the einployeis and the employees - (4) Most of 
the labour laws faaouiing the workers have been inspired by the 
pressure exerted by (a) humane employers and philanthiop sts or social 
reformers, (b) trade union and sociabst agitation, and (c) lastly by the 
International Labour Office, established at the end of World War 1 
as an auxiliarv and yet independent adjunct of the League of nations' 
Another factor has been the progiess in tlie scientific studies of the 
effects of hours and conditions of work on the health and efficiency ol 
the industrial workers 

“^Ihis organiEatu n is still continuing although the League itself 
has been replaced L\ an entirely new organisation cilled tbe TJuite^ 
I^ations Organisation 
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Factory Laws, Tlie Factoiy Act"?, in India as m ofchei 
counfciios, naualh contain piovisions applicable to factoiies using 
mechanical powei and/oi oniplojnng inoio than a mmimuin numbei 
of workers Modifications aio made to suit the conditions prevailing 
in diffeienb industiies For example, longer houi-s of work are allowed - 
in season il industrio«, such as sugar manufactories, tharr in peiennial 
factories Ike cotton and juto mills As conditions are widely 
different in mines and tea oi coffee plantations, sepaioite \cts 
goruiinng sucii industries usually exist Ilovseroi, tliev all contain 
pio\ sions regarding the following matters — 

fa Restrictions cn the employment of women and children 

These lost on the piotection of the health, efficiency and morals. 
Employment of childieii I clow a certain age not only injures then 
health poi inanoirtly hut also prevents them from getting gerreial 
education Their employment is thus prohibited until they attain 
tho prescribed ago, say, lo years , until then then compulsory 
schooling is prescribed in England and is likoh to he enforced m 
India Employmont of women underground, that is, m mines is 
usually pioliibitod altogothei as this is liLolv to lead to sox immorality 
Under the exigencies of the war needs for coal and shoitage of labour 
m mm s this provision was relaxed in India during the last war 
aganrst stiong opposition fiom tho public In factories shorter 
liours of work no as a rule pioscribod for women and children than 
for adults hecurse of tho formor s worker health and need for moie 
loisur-e 

(b) Hours of work and length of shifts Mavmum hours of -work 
per week and also m any single day ire piesoribed m older to 
prevent the stiam from over-work and loss of effrcienc;y and to pro 
vide enouglr leisure considered necessary for recreat on and cultural 
doveloumenfc Eosb pauses after every four or fi\o horrr-s of contrnu. 
ous work and weekly holiday are provided in order to gne time for 
moi Is and to ease tiro strain on body and mind This is based on 
scientific studies of fatigue, and attempt is made to regulate hours 
of work so as to promote health and efficiency without undue loss of 
output The tendency has been towards reduction in horns until 
48 hours week of six wmiking days, or 8 hour day, is now considered 
as the standard which most countries attempt to enforce, in all 
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{ketone's except llio see^ou.il one?, such ns sugav, -wlieie all the 
iTnilahle supplies of the yemly ciop of sugaicane hane to be crushed 
within the ?pac 0 of about three months Shortening of working 
hours does not necessarily reduce output , it max in fad increase this 
by increasing efficiency of tho woiUm j 

(c) Sanitary arrangements Each factory is required to 
pioxide proper xcutilation, period cil white washing, adequate water 
supph indnecessux conseixmcx '’ii-angenients m order to protect 
the woikei s health. 

(g) Safely devices \put ficm control over tho use of boilers 
in fictoiies Factoix \cts m ke fencing of dangerous iniclnnerj 
compulsoix and piescnlic pieciutioniix measures rn mines and otiiei 
occupations “=0 as to piexcnt accidents rnd occupational diseases such 
is lead poisoning These proxisons of the law aie in process 
ot extension to sm lUei and smaller factor les and workshops such as 
bidi.manufactuie and leather tanning m the Central Provinces 
Maximum horns oi work and minimum compulsory weekly and 
other hohdajs have receutlv been fixed for shop assistants m the 
E P and other Provinces of India hv special acts All factory 
laws iTC of course enforced through per odical inspection ot factories 
bv qualified inspectoic appo ntod by the state 

Wages Legislation Laws connected with wages are -usually 
of two pus (1) r/;os6 dealing Vi tth n ethods of faymcnl of and 
deductions frem wages Thus the Truck Acts m Great Bntnn and 
other countries prohibit emplovers fiom paving wages in kind to 
prevent them fiom supplving bad qual ty of goods needed by workers 
''ud at liigner than iniiket piu.es Such a pract ce if allowe h will 
necessarily mean seciet cut in real wages apart from curtailing tl e 
empilovces freedom of choice as consumers In India there is the 
Pay meut of E ages ^ct of i936 wh’cli applies to certain factories 
^according to it wages including bonus if any, must be paid withm 
a wed of then falling dee IDeduetions on account of fine or 
absence from dutv are perm tted only under specified conditions and 
all proceeds of fines are lequned to be spent for the beneft of the 
woikers 

(2) Tl ose fixing mintmuii lorges 'While the first type of 
laws are easv to enforce, fixing of minimum wages involves compli- 
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calecl pioblems of economic thoDiy nndiS beset with nian> practical 
difficulties To tlio extent that its aim is limited to piovont tlio 
oinpleyois fiom paving less than maigmal piodnctnity of labom 
no sevions hsturbancc results In. fact, it is now recognised as 
something necossaiy in w ha. are called ‘snoatod tiades’, m which 
noikers aio unorgrn sed and cannot baigain colloctnoly AYnges m 
such trades, lace and toy making bj' women in then own houses foi 
example, stand at a loiy lorv level and ropiosent positive exploitation 
..by capitalists, who distribute law mnloiials and collect finished 
goods daih 01 weoklj against xvagos paid bj tho p'cco or amount 
of output The incidence of higlior minimum wages, fixed by law 
111 such cases, falls on tho exceptional^ high piolits of tho capitalists, 
who aie able to bear it , no iineraplo^ ment can thoiofoie losult 

The case is, hoxxevoi, difieiont wlieic tiuattonal mtnimum wage 
IS fixed applicable to all omploymonts m n counliy The purpose 
of fixing a national mmiraum is not so much to prevent exploitation 
of unoiganised or svveitod woikois but to scenro tho higher oh]eclivo 
of providing ‘living wage coiisidciod essential for laismg tho 
standard of living of tho lowest giado of the Inbouiing popuht on 
to a higher level Laudable as the object of such legislation is, it is 
not possible to fix wages at a level higher than marginal pioductivitj 
without causing rinomployment and other serious disturbances to 
economic life of a country whore tho system of private entorpriso 
prevails Even in a communistic economy the national niimmum 
cannot he Irigher than what tho not productiveness or tho nat’onal 
dividend of a country waiiants Another difficulty is tho differences 
in marginal productivities not only of similar workers omplovod in 
diffororrt industries but of different groups of those engaged m tho 
simoindustiy Then comes tho pioblom of lecmiont fluctuations 
- m puces and costs, changes in winch call foi consequential alterations 
in wages . Even if it IS possible to aiuvo at a fair level of wages 
for a particular grade of employees in an industij at a paiticular 
time, it becomes uneconomic immediately anything occurs to alter 
the prices of the product or its costs other than wages, such as jirices 
of raw materials or transport charges 

Naturallj' the law fixing the national minimum wage or wage 

rates applicable to particulai mdustiies and groups of woikois has 
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to be flamed with gieat caution Noithei of the two can be fixed 
at an aibitrarily high leiel oi iterm^nently The usual method 
adopted is to fix them it" a lelatuoly low level , a good woiking device 
IS to adopt the rates, paid by the moio goneious emplojers to pai ticular 
grades of worLeis in an mdustrj oi occupation, as the standard to he 
reached by all employeis giadinllj ovoi a given peiiod of time 
Piovision IS made for occasional lovisions according to changes in 
circumstances, taking into account such factors as the capaciti of 
industry to pa^ , the productivity of lahom the prevailing wage 
rates, the amenities provided to the woiker, the national income and 
the geneial ebonomic po ition of industrv Elastic’ty in rates is 
necessary to prevent unemployment and other disturbances to 
economic life New Zealand and Australia have pioneered in such 
legislation It has now spread to manv other countries The Goveni- 
ment of India have also recently put on the statute book a klinimum 
Wages Act It makes the Provincial Governments responsible for 
fixing minimum wage rates for various industiies and occupations A 
start has already ^feen made and it is hoped tl at all the ‘sweated 
trades’ and most of the important occupations, including agriculture, 
will have minimum uage rates fixed for them by Mafch l95l 
Actual fixation and periodical alterations are generally in charge of 
loc 1 and regional wages boards or committees, representing the 
employers, employees and tlie state 

Social Insurance 

Social insuiance denotes compulsory piovision enforced by law 
against certain ills to which workers are subject Social insurance 
schemes originated in Gennany about the end of the last century 
They have by now spread to all the industrial nations of the world 
The tendency has all along been towards an extension of then scope 
to larger and larger numbers of industnal employees until the British 
Social Security Scheme, based on the Beveridge Report of 1942, attempts 
to embrace the entire population under a single comprehensive scheme 
of social insurance -^part from low wages and bad work ng and 
living conditions, which are sought to be solved by wages legislation 
find factory acts, the wolker and his family' are exposed to specjal 
misery resulting from four different causes, vix, old age accident, 
sickness and unemployment Being usually low paid and at the same 
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scteme -will ccme mto Ml operation in 1949,' when the emploVerS 
will hare to pa> in the old age ressric kept in the TJ S Treasury 
6% of the wages paid to each employee with the nght to deduct half 
of the contribution, that is, 3%, from the pa> of such employee Thus 
the cost will he snared equallj between the emplover and the employee, 
the state making no contiibution fiom puhhc funds The idle part 
of the reserve will be kept invested, and the Treasury will be paying 
out of the cull out contnbutions and annual interest receipts fiom 
these investments annuities to each worker (on his attaining the age of 
65 equal to a fired percentage of the total wages icceived b\ him In 
case of earh death proiision has been made to paj to the heirs a lump 
sum equal to thiec md a hall pci cent of the n ages received during 
life time less any 1 enefits paid to him aftei attaining the ago of 65 

Accident In all countr es, including India, provision is made 
for pavment of the whole of the compensation against accidents bv 
the emplojera themselves Loss of life and limb is consideiod to be 
a necess irv' concomitant of modem industrial life and sooietv must 
bear the cost of compensation against such loss irstead of the actual 
sufiforei The burden is thiown by 1 iw diiectly on the employer, who 
is, bower er, likch to shift it on to the consumei-s through a rise an 
the price of his goo Is so far as compensation forms an essential 
element of the costs of his pioduction Similir is of course the case 
with contributions made by the employers to schemes of insurance 
agiinst old "ge, sickness and unemployment 

Legislation lakes the shape of 'ttoikmens Compensation Acts, 
which piescnbe rites of compensation recording to the nature of 
in]uia "ud tl 0 w"ges roceued b\ a worker In caao of death payment 
IS made to the dependents so as to prerent nnsery resulting from the 
death of the earning membc! , mease of injury the worker himself 
recei res con pensation to enable him to subsist fithei wholly if the 
injurr cau=cs total disablement, oi to suplement his earnings if 
diEihleacnt is onlr Marital ilost emplovers insure then workers 
aga'nst acc dents with special types of insurance concerns, called 
Emnloy er s Liabilitr Insurance Cos , w hich in return for fixed 
annual premiums uudert ike to pay the whole of the compensation as 
and when eccidei ts occur Such insurance •’s coropulsoiw rn Geronany , 

“Tairchild Lconomic-s p 7lb ' " 
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Scivles to nil tbo insurocl oinployoos as and lion thoy fall ill oi becomo 
nliomplojod Ono-tlmcl pait of an omployor’s contiibution is 
lotuined at tho ond of tho joar in caso his otnplo\oos remain fieo fiom 
unemplojniont This is evidently done with a mow to induce him 
to keep his woikois employed as f.u as ho can Duiing the period of 
illness tho omployoi is requiiod it may bo noted, to pay weekly 
allowances to the sufferore at a certain rate to pievont starvation of the 
family apart fiom the cost of medical tieatmont met out of tho 
insurance fund Maternity and funeinl benefits are also yirovided from 
tho same fund In most of tho continent il countries of Europe thoie 
pioyails the ^ysfem, which IB woikod by Trade Unions with 

state grants-in aid It has giown out of the single handed attempts of 
tho Unions to help then members m the initial stages Administoied 
by unions officials tliomseUos it is advantageous to the extent that 
oppoitunities to simulate sickness and unemployment aio leduced to the 
unnimum In England such simulation is sought to be prevented 
paitlv by keeping the scales of sickness and unomployrront benefits low 
and ])aitly by icquning each unemployed woikei applying foi benefit’ 
to legistoi with the neaiost Labour Exchange and to be loady to go to 
work as soon as my \acaney occuis and the Exchange outhoiities 
direct tho applicant to take it up Eofusal to do so outomitically stops 
the payment of unemployment benefit by tho Exchange, which is m 
charge of tho administration of the scheme 

The British Social Security Scheme As has been indicated 
pioMouslj' the social insurance schemes in groat Britain and most 
othoi countries aie now' genoially in tho melting pot They are in 
process of being consolidated and made more compiehensixe so as to 
include not only industiial employees but all peisons standing in 
need of issistance thiough any cause w’hatsoeioi The idea lias 
sprung fiom the Atlantic Ghartoi, which pioolaimed foi man in 1940, 
while the Woild War II was oa, freedom from xcant along with the 
other three freedoms, xir, fieodom of conscience, fioodos of associat cn 
and freedom from fear While the last thioe aie largely pohticaL 
the ' first IS mainly economic It was in accordance with this 
that Sir William Bexendge diow up in 1942 his famous ’Eapoifc, 
which outlined a scheme of social security' for Gieat Biitam It has 
been embodied in a compiehonsno plan, wdiich coxeis tho entire, 
population and all kinds of ills to which man is exposed fiom , birth 
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to' death Benefits aie to be provided accoidin” to need to each 
peison whenevei tlieie is an inteiiuption in eainings or an o\ceptional 
mciease in e\peuditure These benefits include libeially fixed 
scales of payments (a) to ■women duiing and aftei confinement, 
(b) to families foi the education of childien, (c) to all peisons duiing 
s’chness and unemployment and aftei letiiement and (d) of funeial 
expenses at death The funds foi these benefits will be raised from 
all the employeis and employees at a fixed lato per week and the 
balance will be made up from state leienues The scheme is very 
ambit ous indeed, and altlioiigh the cost is likely ,to be hear 3 its 
success IS not impossible if benefits aie piopoitioned to available 
leco’pts 

Social Insurance In India Social insurance is still in its 
infanc3' in 'India although industrialization started heie some one 
bundled years ago The only piovis'ons that have existed until late 
aie the Indian Workmen’s Compensation Act and ceitain maternity 
benefits which employers aie obliged to pay to then women emplo3'ees 
dining the peiiod of confinement Seveial causes have combined to 
ke^p social insuiance legislation backward in this country such as 
migiatory, unoigamzed and scatteied chaiaoter of the 3 voiking 
populat'On, difficulties of administration and paucity of public 
revenues However, a definite scheme of sickness msUiance was 
drafted b3’’ Prof B P Adaikai in 1943 It was to be applicable to 
lelatnely low paid workers employed m ceitam classes of factoiies 
only to begin with The funds weie to be la'se 1 from compulsoiy 
contributions to be made by the employeis and employees, and 

* - * J 

benefits were to be extended in the shape of medical aid and cash 
benefits during illness of the insured employees only and not of the 
other members of his family 

Eecently a more comprehensive scheme of insuiance has been 
drawn up -in India and a Social Insurance Corporation has been 
established under a special Act of India’s Cential Legislature for 
administering the collection and investment of compulsor3 contribu. 
tions from employers and employees and pa3ment of benefits^ 
according to piesciibed scales The provisions of the scheme will 
apply to selected categories of workers in the initial stages, but are 
intended to bo extended gradually so as to bring all emplo3 ees who 
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noofl nssiatincQ v?ithin ita acopo It \sill cover not onl> aid-neas but 
itlfio unemploj meat untl matoi nit j benefits and compensation iganist 
accidents foi nil the v.orKers to \,lioin it is inndo applicable from time 
to tune 'Xbo function of the corporition itself la to tabo ebargo of 
and ivljainisloi the fund accoiding to the acbomos of insurance 
cstablisbed bv tbo govoiiimeiit Cosis of the schonios \\ill no doubt 
bo laduced in so lar us one big concern -nill naturilK mean 
considerable econoinv in 'idnnnictrilnc espensos 

Unemployment. 

Tiio tonn iraoinplo\mont is used to denote absence of 
suitable v,orb foi \\oibcre oi other pm^ons who arc both iblc on<l 
desirous to find work Such unem))lo\ muni bus niin> drawbacks 
(1) It lodnces officioncv \pait from goueriling direct indolence 
during the peiiod of idleness the feai of uneinplojinent itself ‘‘acts 
as a dotenent to the cfficicnc of voikei-s inducing them to adopt 
lob-siving 01 time wasting practices '’•(2) It not onlj causes distress 
among the fuinilies of tbo«o diiectlj ifTcctcd b\ it but loduces llieL 
ontput rad national diMdend, thorobj injuung tbo mtoicsts of sociots 
in goneial (3) \nd wbon e\tcnsi\c rad prolonged it creates 
demoralia ition and tends to lend to soci il and political upheavals 
Thus pohltcal slabthfy and economic prospsnly of sociotv doma'd 
both i reduction m its incidence and mitigation of distress and 
demoralisation tbiough cumpulsois insurance 

Insurance agiinst unemployment is bos, ever, tbo most difficult 
part of an\ scheme of socnl insurince because the incidence of unem 
plovnient in modem times is loth heavy and not it ill susceptible to 
statistical measmement The vevrlv datareguding tbo numbei of 
persons reaching the age of rotnoinont and pension, the number of 
biiths and deaths, the number of people filling ill and the duration of 
then jllness, and the numbe'* and natuie of accidents m any’ one 
industiy and in all of tlieai together, c<ra bo and are colleoto_d They' 
also show some statistical rcgulauty and aie fairh stable It is therefore 
easv to calculate tl oir inc’dcnco and to nrivo at rates of premiums or 
coutiibutions required to provide the necessary benefits Unfortunately 
this IS not possible in the case of unemplovment, which always 
remains an incalculable factor To understand the implications of. 
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